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Budgets and Balance Sheets.* 
By Harvey S. CuHase, C.P.A. 


In order to illustrate some of the points which I desire to 
discuss in Mr. Chapman’s paper, I have prepared a number of 
schedules, and, if you will permit me after a few general re- 
marks I will take up these schedules one by one and explain what 
I have in mind as fully as possible by means of them. 

In the first place we should acknowledge our debt of grati- 
tude to Mr. Chapman for the care and thoroughness with which 
he has gone into the various phases of municipal accounts in his 
paper. I must say at the outset that with many of his conclu- 
sions, I am in hearty accord. There are, however, a few deduc- 
tions to which it may be advisable to give consideration and to 
set up as fairly as possible the arguments on the other side. In 
order to be brief I will take up these points in the order in 
which Mr. Chapman touches upon them. Mr. Chapman states 
“ The considerations of ‘Capital’ and ‘Revenue’ which char- 
acterize the accounts of all private undertakings are conspicu- 
ously absent in the accounts of cities, and in fact in all public 
accounts, and accordingly neither the ‘ Balance Sheet’ as com- 
mercially understood nor its inseparable companion the ‘ Profit 
and Loss’ account find any place in the reports of public 
finances.” Mr, Chapman has set forth his views explicitly and 
I find that I must make immediate and emphatic objection to this 
statement. 

My experience among cities both large and small and in vari- 
ous parts of the United States during the last fifteen years has 
led me to certain conclusions from which I find myself unable 
to escape and one of these conclusions bears very closely upon 


* Opening the discussion upon a paper entitled ‘“‘ Municipal Accounts” by Richard M. 
Chapman, C. P. A., of New York City, before the annual meeting of the American Association 
of Public Accountants at Hotel Astor, New York, October 20, 1910. 
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this matter of “ Capital” and “ Revenue ” in municipal accounts. 
In fact, it appears to me that we do have and must necessarily 
have in city affairs the same distinctions in classes of accounts 
\as are represented by these titles ‘‘ Capital” and “ Revenue” in 
jcommercial affairs. It will be found impracticable to install 
sound accounting methods in municipalities, in my opinion, 
unless these distinctions are recognized, whatever be the titles 
given to these different classes of accounts. 

The word “ Capital” is not a satisfactory term to apply to 
municipal accounts. For this reason I have coined the word 
“ Non-revenue.” The term “ Revenue,’ however, and “ Rev- 
enue Account,” used in very much the same sense as a “ Profit 
and Loss” account is used in commercial affairs, is one of 
the most essential features of a proper installation of sound 
methods of accounting in cities. Of this I am fully con- 
vinced, and for this reason:—While, as the authority I have 
quoted says, “ The question of ‘ Gain’ or ‘ Profit’ finds no proper 
place in municipal accounts,” the question of Surplus or De- 
ficiency of revenue is an exceedingly important item in such 
accounts. This question,—whether or not the revenue pertaining 


to a fiscal period is in excess of the expenditure which that - 


revenue is supposed to meet,—is one of the fundamental ques- 
tions which a proper system of accounts in a municipality should 
exhibit, and should exhibit so clearly as to be unmistakable. 

The corollary of this statement is evident. If the current rev- 
enue has not provided for the current running expenses of the 
city, borrowed money must be used to supply this deficiency, and 
such borrowed money can be liquidated only out of future rev- 
enues. Thereby such deficiencies of the present become unwar- 
rantable burdens upon the tax-payers of the future. I have 
examined city after city in which, owing to the crude methods 
of accounting in vogue, the municipal officers year after year 
permitted the expenditures to exceed the revenues available, and 
thereby municipal debts have piled up. These debts, being com- 
plicated by and mixed with other debts which have been issued 
for public improvements and similar purposes, have been almost 
inextricably confused in the accounts, and it has been beyond the 
capacity of the officers to determine whether, or by how much, 
the city was running behindhand annually. In fact, as may be 
readily imagined, a considerable number of municipal office- 
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holders do not sincerely desire that the public shall know how 
much to the bad their expenditure is carrying the city. They 
prefer that the finances of the city should run along as best they 
may until their own terms of office have expired. “ After us, 
the deluge,” is too frequently the motto of political office-holders. 

Even if these officials are honest, and do desire to exhibit the 
actual conditions to the public, they find themselves handicapped | 
by unsound methods of accounting based on mere cash accounts, 
which, under provisions of law, are the prevailing methods of 
accounting in municipalities to-day. 

With laws and legal requirements we must of course comply, 
but, wherever these requirements are not in accord with sound 
accounting principles, it is evident to us, as professional ac- 
countants, that in due time these laws must be changed. We 
should look at these matters from a point of view which will 
give us a broad survey of the whole field of municipal necessi- 
ties. Laws are by no means perfect, and they are especially 
deficient along accounting lines for the reason that in general 
laws are drawn and are amended by members of the legal pro- 
fession who, as a rule, have little knowledge of and less patience 
with accounting requirements. We cannot avoid recognizing the 
fact that, as accountants, we must insist,—always, of course, 
with tact and patience,—and must continuously insist that the 
laws shall recognize accounting requirements and that from time 
to time the statutes must be changed by amendment and repeal 
until sound accounting principles shall be matters of law as well 
as matters of necessary business procedure. 

My experience in city after city has led me step by step to 
conclusions which I am endeavoring to place before you to-day, 
and, in order that we may start properly and that you may get 
a correct understanding as to what I mean by “ Revenue” ac- 
counts and their application in municipal book-keeping, I will 
now refer to the large charts here upon the wall. 


i 
i 
; ‘ 
| 
| 
| 
| 
a 


EXPLANATION OF CHARTS 


= hs 


These charts have been prepared for the purpose of illustrat- 
ing on a scale comparable with the revenue expenditures of a city 
like New York the entries necessary to establish proper methods 
of revenue accounting in the books. In order not to complicate 
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the matter, which is sufficiently complicated at best, only those 
entries have been illustrated which are fundamentally necessary 
in order to establish the simplest form of a monthly balance sheet. 
The amounts set forth on the charts correspond closely enough 
to the actual expenditures of the City of New York in a recent 
fiscal year, but no emphasis whatever should be laid upon these 
figures or any of them. I wish to lay stress solely upon the 
form and the methods of making the entries and the cor- 
responding ledger accounts which are thereby set up in books 
and which give automatically a correct balance sheet at the end 
of each fiscal period simply by taking off a trial balance of the 
general ledger. 


Schedule 1 is a title-page merely. 


Schedule 2 exhibits a journal entry debiting “ Revenue Ac- 
count 1910” and crediting “ Appropriations Account 1910” with 
$130,000,000.00, representing the expenditures authorized to be 
made from taxes and all other revenues during the fiscal year. 
This journal entry is given in detail under the standard classifica- 
tion established by the Bureau of the Census, and applied by it 
to the annual reports of all cities throughout the country as 
published in the Census bulletins. These detailed appropriations 
will be set up in a subsidiary ledger,—appropriation ledger ; and 
this subsidiary ledger will be controlled by the “ Appropriations 
1910 Account” in the general ledger. 


—————_— 
. 








Budgets and Balance Sheets 


SCHEDULE 2 


Journal 


JANUARY I, I9I0 


Annual budget for the year 1910. Estimated by the Board 
of Estimate and Apportionment and passed by the Board of 
Aldermen. Required to pay the expenses of conducting the pub- 


lic business for the ensuing year. 


Revenue Account 1910.............55 
To Appropriations 1910, viz.: 
General Government: 
Es 6 5¢hn0ncn nik ences 
Board of Aldermen and City 
ye Re 
Department of Finance......... 
a eer ea 
Protection of Life and Property: 
Police Department............. 
Fire Department.............. 
CRP Eee rrr re 
Health and Sanitation: 
Department of Health.......... 
ML Sa Oot atin enw kane 6A 
Department of Street Cleaning. . . 
Bureau of Sewers.............. 
ES Re ee ee 
Highways: 
partment of Bridges........ * 
Bureau of Highways........... 
(NRE Se SS ae rr eee a 
Charities and Corrections: 
Charitable Institutions......... 
Department of Public Charities . . 
Department of Correction....... 
7 RRR or es 
Education: 
Department of Education....... 
College of the City of New York. . 
Pe ichusies sineccecnkaud 
Recreation: 
Department of Parks.......... 
ES a4. 3. n> 64 unhie oi oaeent 
Miscellaneous: 
aia aig aah 9 wn eel 
Municipal Industries: 
er of Water Supply, 
, and Electricity.......... 
Municipal Indebtedness: 
Interest on the City Debt....... 
Redemption of the City Debt... . 
Instalment Payable............ 








$130,000,000 . 00 


$75,000. 


240,000. 
1,300,000. 
200,000. 


15,000,000. 
7,200,000. 
2,500,000. 


2,100,000. 
1,200,000. 
6,900,000. 
150,000. 
500,000. 


600,000. 
650,000 . 
2,300,000. 


4,000,000. 
2,400,000 
1,300,000 
2,000,000 


30,000,000. 
500,000. 
759, 


3,000,000 
400,000. 


935,000. 


8 88 888 8888 888 88888 888 888 8 








81888 8 


= — - 


aw ety ence 


—— ———— oe 
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SCHEDULE 3 
General Ledger 


REVENUE ACCOUNT, I9I0 





1910 | | 
Jan. 1|To ey | 
priations 
1910 J $130,000.00 | 





APPROPRIATIONS, I9I0 


| 1910 
Jan. 1 


| 
| | 
| 
| 
| 


| | | 


Appropriations Ledger 
(Subsidiary) 


Appropria- 
tions for 
the year | J $130,000,000.00 


MAYORALTY (as illustration) 


| |1g10 | 
| | Jan. 1|Appropria- | 
| | | tion J $75,000.00 
| 


| | ‘ | 


Schedule 2. Illustration of entries at beginning of the fiscal 
year of a municipality. 


Schedule 3. The accounts in the general ledger are exhibited 
after the journal entry on schedule 2 has been posted. There is 
also given as an illustration of the subsidiary “ appropriations ”’ 
ledger, one account—Mayoralty. 


SCHEDULE 4 
Journal 


CREDIT TO REVENUE FROM TAX LEVY AND OTHER RECEIPTS TO BE COLLECTED 


$1 10,250,000 .00 





I, cn csccescsosccnds 


Estimated other Revenue............. 30,000,000 . 00 
To Revenue Account 1910.......... $1 35,000,000 .00 
| 


To Reserve for Abatements (overlay). i) | 5,250,000.00 
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Schedule 4 exhibits a journal entry establishing the credit to 
“Revenue Account 1910” and setting up on the other side as 
an asset the tax levy of 1910 and the “ estimated other revenue ” 
as established by the budget-making body. There is further 
established by credit entry a “ reserve for abatements ” account. 
A reserve account of this nature is fundamentally necessary in 
municipal book-keeping, in order that provision may be made for 
abatements of taxes and other losses of taxes which always occur 
in municipal finance. If such abatements and losses are not 
properly provided for by the tax levy itself, they must be made 
up by additional borrowings which will become burdens upon 
the revenues and tax-payers of the future. 


SCHEDULE 5 
General Ledger 


Tax LEvy OF IgI0 
































— = — = - —— — “O60 —=—==_—— =— = —_——_———— —_—_—— 
me OE | 
Jan. 1|Tax Levy of 
1910 J |$110,250,000.00 | 
{| 
EsTiMATED OTHER REVENUE I9QIO 
= — — — — —— — ~T a | —<—— ——__—— 
Ig10 | 
Jan. 1 J | $30,000,000.00 
i \ 
REVENUE ACCOUNT I9IO 
1910 oe ag 
Jan. 1|To Appro- Jan. 1 —_ kee. 
priations J $105,000,000.00 
1910 J |$130,000,000.00 Ectimated 4 
Other | 30,000,000.00 
Revenue | 
| 

















RESERVE FOR ABATEMENTS (overlay) 








nore 

Tan. 1} Taxes 

| Levied J | $5,250,000.00 
li 


87 








The Journal of Accountancy 


Schedule 5 shows the condition of the general ledger accounts 
after this journal entry. It will be noted that the “ Revenue Ac- 
count 1910” now stands with a credit balance of $5,000,000.00. 


SCHEDULE 6 


January 31, 1910 


MONTHLY WARRANT FOR THE EXPENDITURES OF CURRENT MONTH 


Aqqmonetien. Viz.: 
meral Government: 
ee ae a es 


Board of Aldermen and City Clerk... . 
Department of Finance............. 
iS aon wien a008s sss sods 


Protection of Life and Property: 
Police Department................. 
I, « o.o dcnececceenses 
Ee cc awnackbine dees en 
Health and Sanitation: 
Department of Health.............. 
Sip AAR ghee SS fee ge 
Department of Street Cleaning...... 
iL, -coctslnbysesends< 
PE :ebeek $6600 band ose seumen 


Highways: 
a hs ns tbee danas 


Bureau of Highways............... 
ee es Bo Kc cin 5:9 apinaal 
Charities and Corrections: 
Charitable Institutions............. 
Department of Public Charities... ... 
Department of Correction.......... 
La wicked edadwaaide ede ee 
Education: 
artment of Education........... 
College of the City of New York... .. 
es oud pens we dae +ceds 
Recreation: 
Department of Parks.............. 
ese neeeks whe neice 
Municipal Industries: 
Department of Water Supply, Gas, 
es innekessencoeean 
ek ee cane awe & bead 
Municipal Indebtedness: 
Interest on the City Debt........... 
Redemption of the City Debt....... 
Instalment Payable................ 
EE ween sense eeieneesen 


To Audited Vouchers Payable (or 
Warrants Registered) 





183,731 


43,079. 
508,499. 
12,402. 
9,664. 


46,982 
17,015 
518,972 
287,441 


145,732 
18,941 


306,721 


482,732. 
.99 


29,205 


2,434,182. 
742,842. 
400,000. 

.05 


14,102 


.42 
.39 
17 
72 


1,182,933. 
794,110. 
23,182. 


75 
98 
72 


-44 


21 
62 
71 
37 


.42 
49,484. 
.48 


.48 
.82 
-45 
.63 


2,893,487. 
42,347. 
39,745. 


42 
16,237. 


Il 


32 
84 
29 


87 


14 


18 
83 
00 











$11,424,111. 


82 





$11,424,111 .82 


ee Se 


~~ 
, 
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SCHEDULE 7 
General Ledger 
APPROPRIATIONS 
1910 1910 
Warrant for Appropria- 
January $11,424,111.82 tions for 
year $130,000,000.00 














AUDITED VOUCHERS PAYABLE (OR WARRANTS REGISTERED) 








1910 ; 
anuary 
Warrant $11,424,111.82 











Appropriations Ledger 
































MAYORALTY 
1910 1910 
= for oncnn . : 
anuary 1398.42 ppropria- 
Balance 66,601.58 Gon $75,000.00 
$75,000 

75,000.00 
Balance $66,601.58 























Schedule 6 exhibits a monthly warrant for the expenditures 
under all of the appropriations from revenue. The total amount 
is charged to “ Appropriations Account 1910” and credited to 
“ Audited Vouchers Payable” or to “ Warrants Registered,” or 
whatever the title of the liability account may be. 


Schedule 7 shows once more the condition of the general 
ledger accounts after this entry. 
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SCHEDULE 8 
Journal 
CasH RECEIPTS FOR MONTH 
Ee ee net Ope Dees amen i | $18,762,491 .31 | 


EE Pree re $18,762,491 .31 
Collections of Taxes............... | 


| 
| 
hs dias ce ohae sd « ssincne nae oe | $2,489,472 .28 | | 
To Estimated other Revenue.......... $2,489,472.28 
Collections of Other Revenue....... .|| 








Audited Vouchers Payable.............. || $9,887,065.72 || 
pO EEE re | $9,887,065.72 
Payments of Warrants, or Audited | i 
Bills and Pay-rolls............... 








| 
1} 


Reserve for Abatements (overlay)........ | $896,743.21 | 
UT ON, occ ccc cccsecel | $896,743.21 
CP sc cosnbckics secwess i 


Schedule 8. A series of journal entries relating to cash. For 
simplicity these entries are made by the journal instead of being 
entered, as they would in practice, through the cash book directly. 
Cash is charged with collections on account of tax levy and is 
also charged with collections on account of other revenues (li- 
censes, fees, etc., etc.). Again, for simplicity, no cash balance at 
the beginning of the period is set up in these accounts, although 
of course there would be, naturally, various classes of cash bal- 
ances at the beginning of the period. 

On schedule 8 also ‘“ Audited Vouchers Payable” account is 
charged and cash is credited with the actual payments of war- 
rants or bills and pay-rolls made by the treasurer’s or chamber- 
lain’s office during the month. Further, we suppose that various 
taxes have been abated, and “ Reserve for Abatements” is 
charged, and the tax levy credited with those items which have 
been allowed by the proper officers in accordance with the re- 
quirements of law. 


” 


Schedule 9 sets forth the condition of the ledger accounts 
after these entries have been made. 
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SCHEDULE 9 
General Ledger 
CasH 
Receipts $18,762,491.31 Payments $9,887,065.72 
” 2,489,472.28 Balance 11,304,897.87 
Be pocaeen 
Balance... . -$11,364,897.87 

















VoucHERS PAYABLE 


























































































































Cash onsen etesal January 
Balance 1,537,040.1 | Warrant $11,424,111.82 
| $11,424,111.82) 11,424,111.82 
ee eos Balance  $1,537,046.10 
Tax LEvy 1910 
—— —— — 7 — ee 
Tax Levy Cash $18,762,491.31 
1910 $110,250,000.00, Abatements 896,743.21 
} Balance 90,590,705.48 
| I 10,250,000.00) $110,250,000.00 
prac ea er a =a | 
pe $90,590, 16-48 
EsTIMATED OTHER REVENUE 
| $30,000,000 00 | Cash $2,489,472.28 
Balance 27,510,527.72 
$30,000,000 00) $30,000,000.00 
‘Balance $27,510,527-73 
RESERVE FOR ABATEMENTS (overlays). 

— = ———————————— ——————————————————————————— | ——— a a ae % a 
Abatements $896,743.21) Tax Levy $5,250,000.00 
Balance 4,353,250. 79 

| $5,250,000.00 $5,250,000.00 
| | Balance $4,353,256.79 
| 
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SCHEDULE ito 


Journal 


1 

Revenue Account 1910................. $10,000,000. 00 | 
To Appropriations I910.......... | $10,000,000 .00 

HI 


Additional appropriations made subsequent to original levy. 
Not provided from any specific source—‘ Money in the Treas- 
ury not otherwise appropriated,” or other phrase of this nature 
having been used in the order, or no phrase at all—no provision 
of revenue at all—frequently. 


General Ledger 


REVENUE ACCOUNT IgIO 





















































Appropri- i Taxes 
ations $1 30,000,000. levied $105,000,000.00 
Additional Estimated 
Appropri- Other 30,000,000.00 
ations 10,000,000.00 Revenue 
Balance 5,000,000.00 
$140,000,000.00 $140,000,000.00 
Balance $5,000,000.00 | 


APPROPRIATIONS 1910 























Warrant for 
January $11,424,111.82 Appropri- 
Balance 128,575 888.18 ations $130,000,000.00 
Additional 
Appro- 10,000,000.00 
priations 
$140,000,000.00 $140,000,000.00 
Balance $128,575,888.18 
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SCHEDULE 11 


TotaL Footincs oF LEDGER ACCOUNTS 


eer ree tee 
pL Apa 
Estimated Other Revenue............ 
Vouchers Payable................... 
Appropriation Balances Unexpended.. . . 
Reserve for Abatements............... 
Revenue Account I910............... 


Debit 
$21,251,963 .59 
110,250,000 .00 

30,000,000 . 00 


Credit 
$9,887,065 .72 
19,659,234 .52 

2,489,472 .28 





9,887,065 .72 11,424,111.82 
11,424,111.82 140,000,000 .00 
896,743.21 5,250,000 .00 
140,000,000.00 || 135,000,000.00 
$323,709,884.34 || $323,709,884.34 














TRIAL BALANCE 


Vouchers Payable................... 
Appropriation Balances Unexpended .. . 
Reserve for Abatements.............. 
Revenue Account 1910 (deficiency)... .. 


$11,364,897 .87 
90,590,765 .48 
27,510,527 .72 


5,000,000 . 00 


$1,537,046. 10 
128,575,888 . 18 


4353,256.79 











$134,466,191 .07 





$134,466,191 .07 











Schedule ro exhibits an entry illustrating what is frequently 
done in municipalities throughout the country, although it is 
opposed to all considerations of sound accounting and should be 
prohibited by law. Such action is prohibited by law in various 
cities, and such action could not be taken in the city of New 
York. This is, however, the essential point which I desire to 
bring out, and therefore this entry has been made as set forth. 


Schedule 11 exhibits the totals of the debit and the credit 
entries in each of the ledger accounts, and also exhibits a trial 
balance or balance sheet of the accounts as they stand on the 
general ledger after the entries above set forth have been made. 
The “ deficiency of revenue,” $5,000,000.00, is exhibited on this 
trial balance. 

Frequently, in cities of moderate size, and even in cities of 
large size, appropriations are made without proper provisions for 
new sources of revenues to meet the expenditures under such 


93 














The Journal of Accountancy 


appropriations. We desire to make evident in these charts the 
necessary result of such action by city councils or other appro- 
priating bodies. Hence this journal entry, which supposes that 
the appropriating body in this case has made additional appro- 
priations to the extent of $10,000,000.00, without providing 
additional revenue therefor. The journal entry would then be 
“ Revenue Account 1910” debited with $10,000,000.00, ““ Appro- 
priations Account 1910” credited with $10,000,000.00. 

The condition of the general ledger accounts is shown lower 
down on Schedule 10, and it is seen that by this entry the 
“Revenue Account 1910,” which prior to this entry had a credit 
balance of $5,000,000.00, now has a debit or “ deficiency ”’ bal- 
ance of $5,000,000.00. 

This is the point that I wish particularly to emphasize. It is 
the fact that in a large number of our cities in various parts of 
the country action is frequently taken by appropriating bodies 
similar to that set forth above. The methods of accounting here- 
tofore in vogue, however, do not exhibit the deficiencies of rev- 
enue thereby created. My point is that the accounts should ex- 
hibit such deficiencies automatically and promptly, so that proper 
remedial action may be taken by the municipal government and 
further unsound financing be avoided. The importance of this 
matter can scarcely be exaggerated. Such action is the reason, 
in my opinion, for the extension of municipal debts which has 
been going on in most of our cities far beyond the amount rep- 
resented by public improvements or other additions to the prop- 
erties (fixed assets) of the city. This deficiency of revenue 
demonstrates that the accounts of every municipality should be 
so devised that deficiencies of this nature should be shown auto- 
matically and without concealment. This is the argument which 
has caused me to have these charts prepared and to make this 
statement to you. 

The importance of this matter is well shown in the City 
Auditor’s monthly statement of the city of Lynn, Mass., dated 
September 30, 1910, of which you now have copies. Turning 
to the first page of that statement, in the upper left-hand corner 
in the current assets, you will note the deficiencies of various 
years set forth. You will please note first that the deficiency 
of revenue 1908 is stated as $78,386.21, while the deficiency of 
revenue 1909 is given as $8,692.18. There is a difference be- 


94 


— 


a NN 


Budgets and Balance Sheets 


tween these two deficiencies of $70,000.00, which means that 
$70,000.00 less of borrowed money from long-term bonds was 
expended for running expenses in the year 1909 than was ex- 
pended in the year 1908. The only reason why as much or 
more money was not expended in 1909 arises from the fact that 
in the latter year these new forms of balance sheets were pre- 
sented to the city council monthly, and these prospective defi- 
ciencies were clearly evident, whereas in the year 1908, before 
the new methods of accounting were installed, there Was nothing 
in the monthly statements which could exhibit this important fact 
to the city government. Here is a saving of $70,000.00 or more 
a year to future tax-payers in the city of Lynn, which would un- 
doubtedly have been an additional burden upon them, had it not 
been for this monthly statement, published as now exhibited to 
you. 

It will be noted further that the deficiency of revenue 1910 
(if appropriations are fully expended) is expected to be $o,- 
772.21. This deficiency has been caused by bonds issued for 
revenue purposes shown on the opposite side of the account, 
amounting to $10,000.00. The deficiency would be exactly 
$10,000.00, had it not been that minor revenues have come in 
during the year to date, which diminish the deficiency to the 
amount stated in the balance sheet. 

There are many other matters in this Lynn balance sheet 
which are interesting, and perhaps I should explain to you in 
the first place, turning to pages 2 and 3 of the statement, that 
the items set forth upon those pages are accumulated in the 
total set down in the lower right-hand corner in the last column 
but one, representing the balance of appropriations not yet ex- 
pended at the date in question, September 30. The item $353,- 
586.73 on page 2 is made up of all the complication of accounts 
on that page, but it is exhibited in the balance sheet on page 1 
as only one of the many items of liability. In addition to this 
item there are, as you see, a large number of other liabilities 
which are legal claims against the corresponding assets on the 
other side, and it is only when all of these liabilities are properly 
set up on the balance sheet in this way, contrasted with the 
available current assets, that we may know whether or not there 
are deficiencies of revenue and how much those deficiencies 
amount to. 
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I think you will see clearly, if you give careful attention to 
this division of the balance sheet, the fundamental nature of the 
methods of accounting which I have described and the insistence 
which professional accountants should place upon such an in- 
stallation of ledger accounts as will give, without possibility of 
concealment, the true condition of the finances of every munici- 
pality at least as often as once a month. 














Safeguarding Bank Loans 
By J. T. Anyon, C. P. A. 


In the autumn of the year 1907, anxiously remembered by all 
thoughtful men of affairs, when business confidence was shaken to 
its very foundations, liquidation rife, and panic had spread 
over the country, the position of the banker was perhaps the least 
to be envied of any in the land. In the large and important in- 
terests he was called upon to safeguard, he had to exercise tact 
and judgment to an unusual degree. At his hands loans were 
subject to more exact scrutiny, collateral more scrupulously 
weighed in the balance, and the commercial and financial standing 
of the borrowing concerns more critically examined perhaps than 
ever before. 

In the adjustment of credits which then took place many 
banks wisely judged that in a number of cases it would be better 
to carry the paper or extend the credit of certain borrowing con- 
cerns rather than force issue by demanding liquidation of the debt. 
The firms so treated were of course those who stood best in the 
esteem of the banks, whose business was intrinsically sound, but 
who had been caught in the general maelstrom, so that the ex- 
tensions were not only granted but in some cases extra credit 
given. i 

Before, however, granting these extensions and further cred- 
its certain of the banks very wisely decided that it would be an 
additional safeguard to have the Balance Sheets of the debtor 
concerns submitted to qualified accountants for examination and 
verification, so that the true position of same would be under- 
stood. This being put into effect and the work finished a curious 
financial condition was in some cases found to exist. It was this: 
that practically the whole of the original working capital had 
been exhausted either in the payment of dividends or withdrawn 
as capital under the guise of earnings, and that the banks had 
supplied the deficiency by freely loaning from time to time. In 
other words, such working assets as then existed were not part 
of the original capital or the outcome of subsequent profitable 
operations, but were the result of the bank’s accommoda- 
tions. The latter had been loaning and carrying these con- 
cerns from year to year at a charge from four to six per cent, 
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while the original capital which the owners had drawn out 
was probably earning from seven to ten per cent in other 
channels. 

Now it is not intended to convey the impression that this con- 
dition was brought about by any wrong intent on the part of the 
borrowers. It was as a matter of fact created by the liberal dis- 
tribution of dividends out of supposed profits, the latter being 
paid in good faith on the supposition that the same had actually 
been earned, and that the concern could properly and conscien- 
tiously do this. Let us examine for one moment this all-impor- 
tant question of earnings and the payment of dividends based 
thereupon. 

Profits, as usually shown by the Balance Sheets of private 
firms and corporations may be considered as of two kinds, im- 
agined or actual. Imagined profits are those that by a skillful 
system of bookkeeping are created not earned, and these are not 
by any means uncommon. Actual profits are the real earnings 
and in their turn may be divided into two parts, (1) those that 
are available for the payment of dividends, such as cash or assets 
capable of conversion into cash, and aré not immediately required 
for additional working capital, and (2) those that are not so 
available and exist in the form of additions to plant, increase in 
book accounts, raw and finished material and other more or less 
permanent assets; in a word, those that exist as needed 
working capital. It might be safe to say that by far the larger 
majority of firms and corporations who pay dividends or with- 
draw profits do so out of the latter kind of earnings, but as these 
of themselves cannot be distributed, the banks in the absence 
of other sources are called upon to supply the funds and the 
banks usually respond. This process is what might be termed 
paying dividends with borrowed money, or which is the same 
thing, out of working capital. 

It is not affirmed that banks, as a general principle, know- 
ingly loan to firms or corporations under these conditions, be- 
cause bankers perhaps better than anyone else fully recognize the 
need and importance of building up the resources of these under- 
takings in good times even more than in bad. Nevertheless, it 
would seem that the banks in their method of loaning and 
through lack of complete information do grant facilities for car- 
rying on this practice to a larger extent than is consistent with 
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good business procedure or the ultimate safety of their loans. 
Let us take an illustration :-— 

A company with a fairly good standing appeals to its bank- 
ers for a line of credit of say $25,000, and submits a Balance 
Sheet indicating ample capital invested in the business, and that 
profits of $30,000 had been made the past year. The accommo- 
dation is granted and the company forthwith declares a dividend 
of its profits of $30,000, and the same is paid. The next year a 
similar condition exists, a profit of $30,000 is shown, a like divi- 
dend paid, and the bank is asked to increase the accommodation 
to $50,000. This is continued for four or five years at the end 
of which time the bank credit has reached $100,000. Then a bad 
year comes, business is depressed, money is scarce and a loss 
instead of a profit is shown. What is now the possible condition 
of the firm a indicated by its Balance Sheet? On the one side 
Plant and Machinery at an inflated value, merchandise, book debts 
and other assets at an exaggerated figure, and on the other the 
creditors, of which the bank’s debt of $100,000 is the largest. 
On liquidation probably fifty cents on the dollar would result 
for the essence of the business; its working capital had been 
drawn out long before in the shape of dividends. The bank in 
this case loaned in good faith on the successful showing of the 
company, but this was apparent only, the actual condition not 
being understood at the time the loans were granted. 

It would appear that one great fault of the present commer- 
cial and financial system is that those in control of corporations 
and the heads of private concerns are too eager to pay dividends 
not only out of imagined profits, which is wrong, but out of 
borrowed money, which is doubly wrong, and the banks to a cer- 
tain extent are parties to this practice by freely offering the requi- 
site funds. Money actually earned as profit and which in the 
majority of cases should be carefully hoarded for needed work- 
ing capital is too often dissipated in the channels indicated, and 
the banks are willing to supply the deficiency. 

It is the primary duty of every industrial undertaking to pro- 
vide its own permanent working capital. This provision should 
be the first act of the promoters at its inception, and if by reason 
of the subsequent enlargement of the business and extension of 
its operations a greater sum of working capital is required, this 
might very properly be temporarily provided for by bank loans 
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but ultimately should be made good out of earnings. The prov- 
ince of the banker is not to supply the permanent working capi- 
tal of any concern. To do this is bad banking, for it encourages 
the payment of dividends, the dissipation of assets, and the exer- 
cise of other extravagances, not only to the detriment of the con- 
cern itself but often to the bank’s own ultimate loss. The writer 
believes that in the case of mercantile concerns loans should be 
granted by banks with the understanding that they are for specific 
legitimate purposes only, that is for the purpose of proper expan- 
sion, increase in plant capacity, improvements, enlargement of 
working capital, and the temporary needs of carrying a larger 
stock of raw material, keeping in mind the fact that the increased 
earnings to be derived from the enlargement of these parts, must 
first be utilized to pay off the temporary loans granted. If the 
loan is required by a corporation to pay a dividend or by a private 
partnership to replace capital taken out of the firm, the banker 
should understand the effect of this, and know whether the secur- 
ity remaining for the new obligation is sufficient or otherwise, and 
to what extent. The evil is not in loaning liberally so long 
as the capital is honestly and legitimately employed, but in loan- 
ing when there is a likelihood of its being misused, and that is 
where discrimination must be carefully exercised on the part 
of the loaner. 

It is to be feared, however, that the banker does not always 
inquire or look into the purpose for which a loan is asked. Pos- 
sibly this may arise from the fact that there is” competition in 
banking just as in every other department of effort. The banker 
is naturally ambitious to do as large a business as is consistent 
with safety. He is satisfied with the borrower’s condition and 
the transactions heretofore had with him, and will grant the ac- 
commodation without too close an inquiry. It is his busi- 
ness, of course, to know all he can of his borrowing customer’s 
affairs, and as a rule he possesses a fairly accurate knowledge of 
these. Nevertheless, he is probably not aware of the large num- 
ber of firms, in this city especially, who carry on their business 
not with their own capital but almost entirely on money borrowed 
from the banks, and the most significant feature of this is the 
fact that the owners and partners of these firms have in many 
cases ample private resources of their own upon which they could 
draw. But they prefer not to; the desire is to use the bank’s 
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capital, not theirs ; and the observations of the writer in these cases 
lead only to one conclusion; viz., that these borrowers feel that 
if any disaster comes the loss will probably fall greater on other 
shoulders than their own. 

Apart from all considerations of safety, the writer takes the 
view that it is not just to the borrower to loan him money except 
for strictly legitimate purposes; that is, for the benefit of his 
business alone, not for himself as an individual. It is not just, 
because it gives him capital without any effort on his part to 
produce it, and smothers his desire to conserve his earnings and 
build up his own working funds. In other words, easy borrow- 
ing encourages him not only to pay dividends he has never 
earned, but to do many other things he should not do including 
often reckless competition with the conservative merchant or 
manufacturer ending ultimately in loss to all concerned. And are 
the banks ever guilty of loaning under these circumstances? Let 
us see. 

Just as these lines are being penned, the daily papers are re- 
porting the case of a certain hop merchant of this city who has 
succeeded in obtaining from one or two of the banks loans aggre- 
gating several hundred thousand dollars on the basis of a state- 
ment submitted to them by him since admitted to be false. The 
explanation of the bankers in regard to these loans is that the 
statement submitted was signed by the borrower and hence pre- 
sumed to be correct. It is impossible to believe that the bankers 
of this city would loan large sums on the presumed solvency of a 
concern just because the borrower’s statement was signed. 
Statements of borrowers in a great many cases are not reliable 
in spite of the fact that they may be “ signed.” The writer in the 
course of his professional work has been called upon to examine 
a number of statements submitted to banks for the purpose of 
borrowing money. He can truly say that very few cases occurred 
where the statement was not made to fit in with the strong desire 
on the part of the borrower to obtain funds. In some cases 
the statements were intentionally and knowingly inflated just for 
this purpose. In one instance, the Accounts Receivable con- 
tained a sum of approximately $100,000 representing the aggre- 
gate of amounts paid to a brokerage house for speculative pur- 
poses. The money had all been lost but the acccount remained 
open just the same and formed part of the Accounts Receivable, 
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yet the statement was “ signed” by the debtor as a true exposi- 
tion of his affairs. 

Therefore the Balance Sheets and financial statements sub- 
mitted to banks by borrowing concerns should not always be ac- 
cepted as absolutely correct and reliable statements just because 
they are prepared, submitted, and signed by the borrowers. The 
huge surplus balances often shown by these statements and re- 
garded as an additional margin of security are as a rule mislead- 
ing, and if subject to test by a proper valuation of the assets would 
in the majority of cases entirely disappear. 

What is the remedy for these practices and how can the 
banker adequately protect himself against them and all other such 
methods as tend to interfere with the protection of his loans? The 
safety of the latter is necessarily his first thought, and to secure this 
when granting credit he is governed to a large extent by the stand- 
ing of the borrower, his commercial rating, and other considera- 
tions. But these are inadequate and insufficient and in no wise 
act as an insurance against possible loss. The only safe and true 
way to secure a maximum of safety is to be possessed of a knowl- 
edge of the exact status of the debtor and his business and act 
accordingly. Not the status as represented by the report of the 
commercial agency or the debtor’s own statement of affairs, but a 
true status determined by a careful ascertainment of facts and 
figures. 

This paper is not written as a plea for the employment of ac- 
countants, it is written for other purposes; nevertheless it is 
somewhat difficult to understand why the banks of this city, con- 
trolled by men of careful, conservative and business-like tenden- 
cies do not systematically take advantage of an effective method 
of securing information respecting the real standing and position 
of their borrowers, so that every precaution could be taken against 
possible subsequent loss. Such can be effected by the timely em- 
ployment of qualified accountants in the matter of verification 
of statements of borrowers before loans are granted, and par- 
ticularly in cases that involve large lines of credit. It might be 
thought by the average observer that the banks would insist upon 
this being done every time, but it is not so. A few wiser than 
the rest take advantage of it; others call in the accountant in 
special cases and usually after the harm is done, but this happens 
rarely and does not constitute part of the bank’s general business 
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policy. It is safe to affirm that this method adopted systemat- 
ically would save the banks many serious losses, besides placing 
these matters on a better business footing. 

Banking as originally understood and practiced was to loan 
for strictly legitimate mercantile purposes, temporarily to aid the 
merchant to carry larger stocks of merchandise, to facilitate busi- 
ness operations by extending the means of credit and so forth, 
but these simple methods in the course of financial and commer- 
cial development have been subordinated to more ambitious oper- 
ations and the risks of loss increased accordingly. 

It is illegal in almost all the states of the Union for corpora- 
tions to pay dividends out of capital; that is to say, it is illegal to 
pay dividends out of any of the resources which specifically com- 
prise or constitute the Capital Stock of a corporation, these re- 
sources being part fixed and part liquid or working capital, the 
total making up the Capital Stock. In this connection, the laws 
of New York and New Jersey state that— 


“The Directors of a Stock Corporation shall not make dividends ex- 
cept from the surplus profits arising from the business of such corpora- 
tion, nor divide, withdraw, or in any way pay to the stockholders or any 
of them any part of the capital of such corporation or reduce its Capital 
Stock except as authorized by law, etc.” 


Apart from the illegality of paying dividends out of capital, 
business men generally frown upon this as being a pernicious and 
wrong system. Why? Because the capital, which is the founda- 
tion and life of the undertaking, is impaired. If it is illegal and 
wrong in the case of the fixed capital of a corporation, why 
should not this principle equally apply in the case of the working 
capital? The fixed capital must not be drawn or impaired but 
the working capital, as we have seen, can be seriously impaired 
without infringing the law of the state. Again, if it is illegal to 
withdraw the capital of a corporation without proper process of 
law, etc., why should it constitute no offence to withdraw the cap- 
ital of a private partnership? The impairment of the corpora- 
tion’s or firm’s position is the same in each instance, only in the 
first case the injured parties are the owners of the Capital Stock, 
while in the second case the injured ones are the creditors, of 
which the banks are usually the largest and most prominent. 

A simple illustration will perhaps more clearly bring out this 
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point of difference between the capital of a joint stock corporation 
and that of a private concern. 
A joint stock company’s position stands as follows: 


Assets Liabilities 
Plant and Machinery.... $210,000.00 Capital Stock ........ $250,000.00 
Merchandise Inventory.. 80,000.00 Bills Payable, Banks.. 100,000.00 


Book Debts, Cash, &c.. 60,000.00 ———— 
atcnengnsceittaianise $350,000.00 
$350,000.00 = 





A corporation whose affairs are as above is not permitted to 
pay dividends to the owners of the Capital Stock because that 
would be equivalent to the impairment of its capital, and illegal 
according to the laws of the state under which it is organized. 

A private partnership’s business is as follows: 


Assets Liabilities 
Plant and Machinery.... $210,000.00 Bills Payable, Banks.. $100,000.00 
Merchandise Inventory.. 80,000.00 Capital in the Business 250,000.00 


Book Debts, Cash, &c.. 60,000.00 
$350,000.00 





$350,000.00 
———d 


The partners of a firm standing in the above condition, which 
is precisely the same as the other, might withdraw a large part 
of the capital of the partnership and still not be guilty of an 
illegal act. The integrity of the creditors in the first case, it 
would appear, is maintained by legal restriction. In the second 
case, their position is jeopardized by the partners withdrawing 
what is available of the firm’s capital, which they can do with- 
out committing an illegal act. The law is specific in the one case 
but it does not appear to apply in the other, although the princi- 
ple involved is just as important. As a matter of fact, it would 
not be difficult for the partners of a private concern to carry on 
a system within legal limits equivalent to defrauding the banks 
and creditors by borrowing from the former, and at the same 
time gradually withdrawing their own capital. There would, 
of course, be only one result to this policy in the end :—a state- 
ment showing certain worthless assets, the partners the main 
debtors, and the principal creditors, as usual, the banks. 

A corporation, as we have seen, cannot legally withdraw any 
part of its capital or declare and pay any dividends except out of 
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its net earnings and this to a certain extent, as has been observed, 
safeguards the creditors, including the banks. Nevertheless many 
corporations are in effect doing the reverse of this and still are 
acting within legal limits. How is this done, it might be asked. 
Merely by creating profits not earning them and then paying them 
as dividends. Profits are created in various ways. Revenue ex- 
penses are capitalized, plant accounts arbitrarily increased in 
value, inventories inflated, liabilities left out of account and a 
number of other ways adopted. By this process book profits are 
created and being thus shown and made part of the accounts of 
a corporation are declared as dividends, and although this is 
strictly paying dividends out of capital, the illegality of the pro- 
ceeding is not recognized. While it cannot be said that this is 
a common practice among firms and corporations, it prevails 
nevertheless to a large extent, and for several reasons is likely 
to increase in the future. The tendency of modern business is 
to expand, to compete, to carry a larger quantity and variety of 
manufactured goods, added to which is the fact that labor and 
materials are higher and operation expenses greater than here- 
tofore. All these require more capital and as corporations usu- 
ally have no separate funds for such purposes, and want to pay 
dividends just the same, the banks will be called upon to supply 
the additional capital needed. The tendency therefore will be 
to create profits in order to indicate a healthy condition and justify 
the asking of loans, and many corporations will not scruple to 
do this so long as the method is easy, and their financial plans 
can be carried out. 

Reference has already been made to the fact that bankers 
have from time to time employed the services of qualified ac- 
countants or requested their principal borrowers to do this in 
order to have a verification of the statements submitted, and 
there are indications of a growing tendency on the part of bank- 
ers to continue this practice more and more. To use a very inele- 
gant but expressive term, they are “ getting wise” and neces- 
sarily so, for this wisdom has been obtained in many cases at the 
cost of depleting their reserve account. In the form used for 
the application of loans adopted by the New York Bankers’ 
Association appears this question asked of the borrower, “ Have 
the books been audited by a certified public accountant?” Now 
while this is a proper and useful question to ask and undoubt- 
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edly indicates a step in the right direction toward further safe- 
guarding the bank’s loans, it would not appear of itself to be of 
very great value to the banker. The books of the borrower may 
be periodically audited, the accounts found in good shape and a 
certificate given to that effect, and still there might be a number 
of weak points in the stiuation which would affect the credit of 
the concern and which the bankers should be acquainted with. 
These are enumerated below. If therefore the financial condi- 
tion of a concern is examined for the use of the bank, it would 
appear that among other things the report should show the fol- 
lowing : 





1. That the assets, that is the liquid assets, Merchandise, Book Debts, 
Investments, Bills Receivable, Cash, &c., are properly valued (fixed 
assets such as Plant, Machinery, &c., do not materially figure from the 
banker’s standpoint). 

2. That the whole of the liabilities are stated and in the case of a pri- 
vate partnership a memorandum as to the assets and obligations of 
each individual partner. 

3. That the working capital has not been impaired or wasted by paying 
dividends thereout. 

4. That in the case of a private partnership, capital is not being drawn 
out in excess of the earnings. 

5. That the concern is being operated at a profit and that part thereof is 
being retained for the benefit of the working capital of the business. 


These and other like points of information the banker should 
know and here is where the skilled accountant’s knowledge could 
be utilized to this useful purpose, and here is where a plea is made 
specially in his behalf. His training, experience, wide knowledge 
of methods of preparing statements by borrowers to show a ficti- 
tious condition, fit him for such work as the banker requires 
to get at the truth. His employment before loans are made or 
during their existence, not after the evil is done, is where the 
benefit to the banker lies and when it is considered that the cost 
of such useful service is small compared with the great advan- 
tage to be derived therefrom and the enormous losses which 
undoubtedly would be averted thereby, it is marvelous the 
banks are so slow to adopt this as a universal practice. It is 
safe to say at this point that the recent loss of something 
like $300,000 secured by a so-called merchant from the New 
York banks on a false showing of assets would have been 
entirely averted by the timely employment of accountants, and 
at a cost so small as to be unworthy of consideration. As 
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further bearing upon this phase of the subject, the writer has just 
had brought to his notice professionally the statement of a manu- 
facturing concern recently declared bankrupt, showing liabilities 
to banks of over one million dollars. This concern never had 
an auditor, the banks had not asked for one, and when the evil 
day arrived, it was found that speculating, withdrawals of capi- 
tal, mismanagement and all the methods referred to in this article 
had practically depleted the concern of all its working capital. 
Who are or will be the losers? The general creditors and banks ; 
and the larger part of this loss might have been prevented if only 
a reasonable time ago the latter had insisted on an audit being 
made and the true condition of affairs revealed. 

In conclusion, it may fairly be stated that daily events, not 
only in connection with banking matters as related in this article, 
but in all commercial and financial affairs, are arguing the case 
of the universal employment of the qualified accountant far more 
eloquently than all the writings on the subject in the world. 
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Physical Appraisal in Relation to Accountancy 
By ArtHuR K. Woopsury 


A conscientious and experienced auditor is apt to take his cli- 
ent’s plant account very much as the darky preacher accepted the 
doubtful convert—“ on suspicion.” He knows that data are here 
presented to him the accuracy of which he has no means of judg- 
ing and which may signify one thing or the other according to the 
preconceived ideas or temperamental peculiarities of the property 
owner. Even in the matter of inventory, there is not one plant 
account in fifty which is taken correctly—describing properly the 
various articles that constitute the factory equipment, classifying 
them departmentally according to their uses and particularly sep- 
arating the “live” from the “ semi-live” or “ emergency,” as 
well as from the “ dead” machines, tools and other appliances. 
When it comes to valuations the client’s home-made plant account 
is even more eccentric than in its inventory, as will be shown 
presently. 

While recognizing the above facts clearly enough, a good many 
accountants frankly acknowledge their indifference. It is not 
their business, they say, to determine physical values. If called 
upon to install a cost system, they are prepared to do that and 
thus determine the worth of the factory product in its various 
stages. They will even check up the value of raw material on 
hand at a given time, based on “ cost or market,” or a combina- 
tion of both, as may be deemed wisest. But plant account lies 
out of the auditor’s ken, they say, and he is no more to be held 
responsible for the soundness of the data presented to him than 
a physician is to be held responsible for his patient’s subjective 
account of hidden symptoms or an English barrister for the facts 
stated in a solicitor’s brief.* 


* This restricted view of the auditor’s function is taken by President Plender of the In- 
stitute of Chartered Accountants in his official address, interesting extracts from which were 
published in the November issue of this magazine. His definition of the legal and moral 
obligations of auditors under the Companies Acts is doubtless faultlessly correct. The most 
skillful and authoritative American accountants, however, are accustomed to take a somewhat 
broader view of their responsibilities than do their British brethren. Possibly the conditions 
of business administration are radically different and that in Great Britain capital has other 
means of assuring itself that certain projected action is justifiable. When an American 
banker or manufacturer employs an expert accountant in an important matter, he usually 
wants to learn the whole truth. If the accountant is unable to give it or to tell the client how 
it is to be gotten, he is very likely to give place to a more enterprising competitor. In such 
cases the attitude assumed by President Plender might be suitable for England, but it would 
not be suitable for the United States and Canada. 
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Admitting this fact to be broadly true, yet it would seem that 
the auditor who desires that his conclusions should be not merely 
justifiable, but right, cannot remain indifferent to his client’s plant 
account. To follow out the illustration given above, a conscien- 
tious physician, even though compelled to rely largely upon a sub- 
jective diagnosis, will use every possible means to test the truth- 
fulness of his patient’s statements (to ascertain, for example, how 
far the patient may be practising self-deception) and will enlist 
the skill of the bacteriologist and the chemist for that purpose. 
The solution of the problem is not for the accountant to at- 
tempt physical appraisal—which almost uniformly results in his 
doing very badly a thing he has never been trained to do—but to 
enlist, if possible, the services of approved specialists in that line, 
now so readily obtainable. Of course if the client, having been 
frankly and fully advised, declines to incur the additional ex- 
pense of a physical appraisal, the auditor may then with a clear 
conscience proceed with his own special work. He should be 
careful in such a case, however, to state in his certificate that he 
is in no way responsible for the physical values. Any other 
course may lead to an illegitimate use of his name and the 
eventual discredit of his work. 

Of course, the above considerations do not apply to a mere 
routine audit—the checking of the client’s book entries to detect 
clerical errors and to ascertain if the respective accounts are har- 
monious. Such an audit may assume a $50,000 plant to be worth 
$1,000,000 and still be technically correct and consistent. Though 
every entry on plant account be a misstatement of fact, that class 
of work will “give satisfaction” and answer its purpose. If, 
however, an audit is to be made the basis of an important finan- 
cial transaction—for example, an additional stock issue, a bond 
issue or other loan, a change of interest or an arbitrament be- 
tween hostile interests, the declaration of a dividend under cir- 
cumstances which might be deemed doubtful, a revised factory 
cost system as a basis for the client’s selling policy—a correct 
valuation of plant investment is vitally necessary. In a recently 
constructed factory the client may have these data fresh at hand, 
although it is astounding how many wrong entries even a newly 
made plant account will contain—“ expense” and “ permanent 
investment” playing shuttlecock with each other in the most 
eccentric manner. In any event, after a few years the property 
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will need revaluation, as physical depreciation and obsolescence 
begin to affect values almost from the first moment of the plant’s 
existence. 

Let us now examine some of the basic fallacies regarding 
plant valuation which are common among American manufac- 
turers. 

Fallacy No. 1: That a Plant is Worth Its Original Cost with 
a Fair Depreciation Allowance. This is the most prevalent, be- 
cause the easiest system of factory accounting. Many manu- 
facturers are surprised to learn that any other system is at all 
practicable. It appears to be founded on the idea that a plant 
account comes into being all at once, or at least that its subse- 
quent growth is along uniform lines with its inception. The fact 
is that practically every plant account of ten years standing or 
more is a curiously composite affair. For instance, a manufac- 
turer puts up his main building with a steam power house. 
Within three years he adds a story to this structure and two years 
later a two-story addition. The next year he puts in fire walls 
and changes the character of his roof in order to obtain con- 
cessions in insurance rates. Two years later he changes to elec- 
tric power (transmitted from the outside), discards his power 
house and excavates a conduit for his electric wires. During the 
tenth year he extends the basement under his factory addition. 
All these conditions and alterations he has placidly marked up in 
his building account, which (provided the cost of material and 
labor has remained substantially unchanged) will represent a 
considerable excess over the cost of duplicating the investment as 
it stands at the end of the tenth year. Differences in the cost 
of material and labor will make a still wider variation, one way 
or the other. 

Meantime, the manufacturer has been doing things to his 
equipment as well. Not only has he purchased new machinery 
at varying prices, but he has possibly discarded some of his old 
machinery. At all events, he is nearly sure to have tinkered with 
it a good bit. He has put on new attachments to adapt certain 
machinery to his work. The changing of his power has necessi- 
tated discarding his shafting and installing motors. If his product 
is of a special character, he had had to do more or less experi- 
mentation in his machine shop, for nearly every plant of that type 
has a lot of machinery or machine fixtures peculiar to itself. Such 
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parts of the equipment stand upon the manufacturer’s books at 
experimental values; other parts at purchase price; other parts 
at purchase price plus the shop cost of new attachments, which 
may make the gross value more or less than the cost of a new 
improved machine of similar type. Or, if he has gone to the 
other extreme and has charged off to expense all betterments on 
old equipment, he has a result equally unsound and confusing 
from the accounting standpoint. 

This is not to say that a client’s account of his plant expendi- 
tures is not valuable information. In making up the reserves for 
future upkeep and renewals (whether on account of physical de- 
preciation or on account of the fresh blood demanded annually 
by every healthy business in consequence of its normal growth 
under competitive conditions) the accountant must rely largely 
upon this record of past expenditures. Without physical ap- 
praisal, however, he has no touch-stone wherewith to find the 
precious metal of permanent investment in the client’s plant ac- 
count—and thus differentiate the results of the expenditures for 
a period of years, so as to formulate wisely his estimate of future 
requirements. 

3efore leaving this branch of the subject a word may be said 
as to the hesitancy of some accountants to accept as a basis of 
plant valuation cost of reproduction at the time of the appraisal, 
on the ground that a temporary increase in the cost of material 
or labor or both may set a fictitious figure on the property which 
would be deceptive as a basis for future calculations. As the 
history of industry almost uniformly has been that building con- 
struction and manufacturing equipment increase in cost as the 
years advance, it would seem that cost of reproduction at the 
time of appraisal, with depreciation properly applied, would be a 
fair basis of valuation. However, if the accountant prefers to 
have the costs figured “as of the period” when the plant con- 
struction started (or any other time for that matter) the statis- 
tics of scientific appraisal are now so thoroughly marshalled 
that it is entirely possible to value almost any manufacturing 
property in that manner. With the records of past work properly 
classified and tabulated, any really competent appraisal authority 
should be equipped to make valuations as of any period desired. 
The main thing is to have a uniform scale of valuation apply- 
ing to all parts of the plant. Care should be taken also that the 
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appraisal certificate shall state definitely the exact period from 
which the reproductive values are taken, to avoid a possible 
illegitimate use of the certificate. 

Fallacy No. 2: That a Plant is Worth a Fair Capitalization 
of Its Net Income. This argument is put forth most frequently 
by manufacturers whose plant valuations are in question in some 
negotiation for a transfer of interests or a combination of capital. 
For instance, Mr. A, who understands the knit goods business 
thoroughly (both manufacture and marketing) puts $100,000 
into a factory and in course of time adds $25,000 to the invest- 
ment in net betterments. After all deductions for depreciation 
and all reserves for future upkeep and betterments are made, the 
accountant finds this investment yielding Mr. A $25,000 per year, 
beside what Mr. A considers a fair allowance for his personal 
services. Mr. A says: “ My plant is worth $250,000 to me; it is 
yielding me ten per cent on that amount; I would not sell it for 
less.” Jt is not the plant that is especially valuable, however; it 
is the man back of it. Give Mr. A another factory, equally well 
equipped and located, he will make just as much money out of 
it. On the other hand, Mr. B, who does not understand the knit 
goods business (who perhaps is not a sagacious buyer of raw 
material nor a good factory administrator and who lacks the 
intuitive power to read the market demand, a season ahead) will 
lose money operating Mr. A’s plant. If Mr. A and Mr. B are 
going into the same combination, the difference between the com- 
petitive forces of their business organizations is purely an ac- 
counting problem; the difference between the values of their 
physical properties is purely an appraisal problem. 

Fallacy No. 3: That a Plant is Worth What It Would Sell 
For if Its Business Were to Cease. This is taking the opposite 
extreme to Fallacy No. 2. It is not uncommon to find old estab- 
lished concerns, many of them of inherited wealth, living on the 
impetus of a successful business history, carrying their plant 
accounts on this basis. Each year they write off enormous 
amounts to depreciation account, “so as to keep the investment 
down to actual cash value.” Such concerns usually consider 
that they have need of neither the expert accountant nor the 
expert appraiser. Their factory cost systems, though primitive, 
are to them sufficient. They may go on for years conducting 
their business in this manner with impressive success. Some fine 
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day one of them wakes up to the fact that competitive forces, 
conducted on more modern and scientific lines, are cutting into its 
business. Then it becomes necessary to learn where the concern 
really stands, what its plant actually amounts to as a working 
investment and what its future requirements and possibilities 
are likely to be. Then the accountant and the appraiser are called 
upon and the net earnings on the real investment are determined 
properly. 

It is hardly necessary to point out to expert accountants the 
absurdity of the “ scrap value” idea of plant account. Perma- 
nent investment is permanent investment, whether it be supplied 
from original capital or from the earnings of past years, thus 
diverted instead of being paid out in dividends. It may well 
suit the plan of the factory manager to keep the investment at 
a ridiculously low figure on his books, so that he may make an 
impressive showing to stockholders of the percentage of net 
profits. A large increase in the investment account might mean 
an increase in the capital stock and an increase in the capital 
stock would mean the expectation of larger dividends—all of 
which explains the hostility of certain factory managers to both 
audit and appraisal and to all “ new fangled ideas which we have 
gotten along without for a good many years.” 

It should be said that market value is sometimes applicable 
to certain portions of the plant investment. Such, for instance, 
are land values in most cases, water power in localities where 
water power is in demand and can be said to have a commercial 
value, also certain rights and easements usually appertaining to 
factory properties. Such cases, however, are exceptions to the 
general rule. 

Summing up our conclusions as to physical appraisal, we find 
its requirements are: (a) A complete and accurate descriptive 
inventory, classifying the property departmentally and separa- 
ting the active from the inactive or partially active portions of 
the equipment; (b) The revaluation of the investment as a 
whole on a uniform scale of costs, which are normally the 
costs at the time of the appraisal, but which may be the costs 
of any other period of which the appraising authority has rec- 
ords; (c) The proper application of scientific depreciation, re- 
garding both physical deterioration and obsolescence, to the basis 
of value thus established. 
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This last phase of the subject—the most delicate and impor- 
tant problem with which either the accountant or the appraiser 
has to deal—we will now consider as fully as the limits of this 
article will permit. The accountant tends to regard “ depreci- 
ation however caused ” as “an expense of doing business ”; the 
appraiser regards it rather as an impairment of the original in- 
vestment—due partly to wear and tear, partly to the progress of 
science and invention creating obsolescence in plant equipment 
and partly to the mere lapse of time and the action of the ele- 
ments without any other agency whatever. For instance, sup- 
pose that our enterprising friend, Mr. A, instead of operating 
his newly erected knitting mill, has sold it to a “ trust,” accepting 
a position in the central corporation and closing his plant on 
account of over-production. Suppose the new plant lies idle 
for ten years, the machinery being kept in good condition by a 
care-taker, and then is opened up for work. The buildings will 
have suffered some depreciation by lapse of time, though of 
course not so much as if they had been in use. The chances are 
the equipment, though never used, will need certain renewals in 
order to adapt itself to changed conditions in the manufacture 
of knit goods and it may have to be replaced im toto. It is diffi- 
cult for the appraiser to see how this depreciation can be charged 
as an expense of doing business since no business has been done. 

However, it is no concern of the appraiser how the account- 
ant marshals the facts which the appraiser gives him, so long 
as the accountant understands clearly just what he is getting. 
The distinction between “ repairs which prolong the life of the 
plant ” and those which do not is fanciful as applied to ordinary 
replacements, but it is a very real and vital distinction when ap- 
plied to replacements which are in any sense betterments. For 
instance, a building in which a wooden floor has replaced an 
original wooden floor is, as a whole, worth no more than before 
the repair, because the normal use of the building presupposes 
the replacement of worn-out flooring at the proper time. If it 
is not replaced, the building becomes to that extent a ruin. On 
the other hand, if the wooden floor is replaced by a so-called 
“ fire-proof” floor, there is a betterment with regard to resist- 
ance to wear and tear, noncombustibility and perhaps other ad- 
vantages. This increment in value, however small, is an addi- 
tion to the plant investment. 
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In applying depreciation two systems are open to the 
appraiser. One is to apply what is termed gross depreciation, 
or the ratio at which the building or appliance is supposed to 
die if not kept in repair, and then credit the article appraised 
with the expenditures for repairs and renewals made on its ac- 
count. The other plan, which is usually more satisfactory, is to 
apply net depreciation, in which the average annual expendi- 
ture for upkeep is considered as affecting the depreciation ratio. 
The application of net depreciation is, of course, much more 
difficult for the appraiser, since he has to study the conditions 
of factory administration at each plant which he examines. 
Under such circumstances it is not surprising that there is room 
for wide differences of judgment and herein the accountant and 
the appraiser could often co-operate to great advantage. Too 
often it is the case that neither understands what the other is 
trying to do. The appraiser, with his trained knowledge of 
physical conditions, is not in possession of certain information 
regarding the history of the investment which the auditor has 
at hand, while the auditor, proceeding wholly on historical data, 
is unable to verify or correct his conclusions without the apprais- 
er’s technical knowledge. 

The question is often asked, by what standards do appraisers 
figure physical depreciation? In the present state of the science 
there are no recognized standards; each appraisal authority has 
its own, which are purely empirical. It is a question solely of 
the amount of experience possessed by the appraisal authority 
and the degree of care exercised in recording, tabulating and 
comparing the results of past years’ work—especially in cases 
wherein the same plant has been reappraised several times. 
There are, of course, the depreciation tables used by various or- 
ganizations of underwriters and some valuable technical liter- 
ature on the subject, but the conditions vary so greatly in differ- 
ent lines of industry, under diverse systems of plant management 
and even under diverse climatic conditions, that hard and fast 
rules can never be followed. 

The second form of depreciation to be considered is that 
which arises from obsolescence and on this point the co-opera- 
tion of the property owner may be made quite valuable. Every 
large plant, especially if a metal worker, has a mass of disused 
and partially disused machines, tools and patterns which should 
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be taken up at a percentage of their net cost of replace- 
ment. Wholly obsolete equipment should be considered simply 
as scrap, but if an obviously obsolete machine is still used for 
certain operations, which it performs sufficiently well for the 
purposes of that particular line of work (a not infrequent case), 
or if a die is kept on the shelf because an order occasionally 
does come in at rare intervals calling for its use, such appliances 
are entitled to a place in the plant inventory at some fair ratio 
of compensatory depreciation. The expert appraiser, coming 
from the outside, with no preconceived ideas or prejudices and 
with previous experience and observation to guide him, is cer- 
tainly the fairest arbiter as to what that percentage should be. 
On the other hand, the plant management, co-operating intelli- 
gently and sympathetically in the appraiser’s work, is in a posi- 
tion to place before the appraiser many facts that are of the 
greatest value in reaching correct conclusions. 

In this connection a word may be said regarding the ratios 
of average or “ flat” depreciation, commonly used by manufac- 
turers. If made upon any consistent or intelligible principle 
whatever, they might be of some value, but, except in rare cases, 
they represent nothing more than the whim of the factory man- 
agement. For instance, the writer has knowledge of three very 
large manufacturing corporations in the State of Connecticut— 
all of national, if not international reputation—two of them in 
precisely the same line of business, the third in a closely cognate 
line (all metal workers). One of these concerns takes off twenty 
per cent flat from each machine or appliance when installed (that 
is, writes off a $1,000 machine to $800 at once) ; then makes no 
further depreciations until the article is scrapped. One of the 
other two corporations alluded to takes off five per cent per 
annum net depreciation (charging all repairs and upkeep and 
doubtless some betterments to expense), while the other takes off 
ten per cent per annum net depreciation. The eccentric system 
of the first named concern is due to a tradition of its founder, 
established many years ago; the systems of the other two result 
from conditions which have nothing whatever to do with ascer- 
tained facts. It is quite common for a concern that is “ feeling 
good” and has made good profits in a particular year to write 
off a heavy depreciation that year “ because we can stand it,” 
leaving the unprofitable years to escape such charges. 
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The only way to make a proper physical depreciation of any 
plant is by an individual examination of each building in all its 
parts as well as of each machine and fixture, together with the 
various classes of tools, patterns and miscellaneous effects. To 
these physical depreciations there can then be added certain gen- 
eral ratios of obsolescence, applying to different parts of the 
equipment. Every appraisement for accounting purposes should 
include, in addition to the statement of values covering the plant 
investment as it stands, a schedule of depreciations for future 
use, giving the estimated annual ratios of physical deterioration, 
based upon conditions that have existed heretofore, as well as 
probable depreciation from obsolescence for a given period of 
years to come. Such reports should be prepared by high grade 
experts on the basis of the tabulated results of detailed appraisal. 
The accountant may not follow these reports absolutely in set- 
ting up his reserves, but he will find them of the greatest interest 
and value. 

No system of depreciation for future use, however, will work 
with absolute accuracy unless verified and corrected by a detailed 
appraisal at certain periods. You have to get back to the basis 
of fact, now and again, or your theories will lead you astray. 
For instance, you find, on reappraisal, that a certain building is 
in better condition at the end of ten years than you had thought 
it would be; a certain machine has worn out more rapidly than 
you had reason to expect; certain dies and tools have not main- 
tained their estimated ratio of obsolescence ; the demand for the 
goods they produce has lasted longer than was expected—and so 
on through the plant. How often the detailed appraisal should 
be made depends upon the circumstances of each case, but, for 
accounting purposes, it should be at least once in five years. 

In conclusion, it should be said that scientific appraisal like 
scientific accountancy, has been a gradual growth,—and there is 
yet much to be learned. The appraisal of the future will show 
not only what a plant is worth, but what it ought to be worth. 
It will embrace a critical analysis of the entire investment, with 
regard to its productiveness, the co-ordination and arrangement 
of its departments, its facilities for marketing the product, its 
labor conditions, its administrative system and so on. Indeed, 
the compilation and arrangement of statistics as a basis for this 
class of work is already under way and the results thus far 
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obtained are eminently satisfactory. For the haphazard guesses 
and ill-digested opinions of so-called “ expert engineers,” scien- 
tific appraisal is substituting sound conclusions, worked out in a 
practical manner from the records of many years of varied ex- 
perience and observation. 

Like accountancy also, appraisal has suffered much from the 
catch-penny tricks of the charlatan. In dealing with the client 
that quality in human nature which makes us all give readier 
credence to the thing we want to believe than to the thing we 
should believe sorely tries the appraiser’s independence of judg- 
ment. There are appraisers who make it a business to find out 
by hook or crook the client’s costs in plant equipment and then 
(making a few unimportant changes) virtually give him back the 
same information dressed up in the form of an independent ap- 
praisement. There are even some companies which issue a form 
of contract in which they “ guarantee to make an appraisal to the 
satisfaction of the client” or failing to satisfy the party appraised 
they will make no charge for their services. It is hardly neces- 
sary to point out to any reputable accountant the worthlessness of 
the work of any concern issuing such a contract, if the appraisal 
is to be considered as in any sense disinterested evidence. 

It is impossible to cover the ground completely within the 
limits of a single article, but if this imperfect discussion of an 
important subject shall induce a better understanding between co- 
workers in a common cause, it will have served its purpose. 


Cost Accounting 
By JoHn R. WILDMAN 


Part II 


CHAPTER IV 
The Accounting Cost System (Continued) 


In connection with the preceding statement, a discussion may 
be had with advantage of the second section, or that dealing with 
the cost of sales. It is important that the relation between the 
items making up the cost of sales, as shown in the statement, and 
the same items, as they are found in the subsidiary records, should 
be clearly established. The materials and supplies shown in the 
statement, are the materials and supplies consumed in the manu- 
facture of the product. The figure representing consumption is 
arrived at by taking as a start the inventory of materials and 
supplies on hand at the beginning of the period, adding thereto 
the purchases during the period, and deducting from the total 
of such amounts, the inventory on hand at the end of the period. 
The consumption of materials and supplies, together with the 
direct labor and manufacturing overhead for the period, passes 
over theoretically into the account representing goods in process. 
The consumption might have been arrived at by applying to the 
purchases the difference between the inventory at the beginning, 
and the inventory at the end of the period. If the inventory at 
the end of the period is greater than at the beginning of the period, 
obviously, all materials and supplies purchased have not been 
consumed and the purchases are subject to a decrease on account 
of the increase in the inventory. Where conditions are the re- 
verse, the purchases are subject to increase on account of the 
decrease in the inventories, for the reason that more materials 
and supplies have been consumed during the period than were 
purchased. 

The cost of the goods in process which during the period have 
been completed and transferred to finished goods, is arrived at 
step by step, through the following accounting processes. To the 
value of the inventory of goods in process at the beginning of the 
period, there is added an amount combining the materials and 
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supplies consumed, the direct labor expended, and the manufac- 
turing overhead. From the total of these amounts there is de- 
ducted the value of the inventory of goods in process on hand at 
the end of the period. The result obtained by these processes 
gives the value of the goods which have been finished and trans- 
ferred to stock during the period. The same result might have 
been obtained by applying to the combined values of materials 
and supplies consumed, direct labor, and manufacturing over- 
head, collectively, the increase or decrease in the inventories of 
goods in process, at the beginning and at the end of the period, 


‘respectively. 


The cost of the goods sold is obtained from the treatment of 
the finished goods account in a manner similar to the preceding; 
namely, adding to the inventory of finished goods on hand at the 
beginning of the period the value of the goods transferred to fin- 
ished stock during the period, and deducting from the total of 
such values the inventory of finished goods on hand at the end of 
the period. The principle of applying to the value of the goods 
transferred during the period the increase or decrease in the 
inventories of finished goods may be carried out as well with this 
account as with the materials and supplies and the goods in proc- 
ess accounts. 

From the foregoing, the attentive reader will doubtless have 
reached the conclusion that the same result may be arrived at, 
by treating the items involved in the cost of manufacture during 
the period with the increases and decreases in the inventories of 
both goods in process and finished goods. If to the purchases, 
after having been treated with the difference in inventories of 
materials and supplies, there is added the cost of direct labor 
and the manufacturing overhead and the total of such three items 
is then affected by the difference in inventories of the goods in 
process and the finished goods, the result will be precisely the 
same as that obtained by going through the accounts step by step 
and following each operation. A careful study of the following 
tabulations will undoubtedly serve to bring out the thoughts 
which the above remarks intend to convey. 
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Presented in the form of a statement the figures appear as follows: 
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Add—Decrease in Inventory Goods in Process............ 3,000 
Add—Decrease in Inventory Finished Goods............. 8,000 
Cod cE NE, o's 6 co cecensscccgbaveses $27,000 
CHAPTER V 


The Manufacturing or Factory Cost System 


Where a multiple unit production is involved, the question of 
system becomes much more complex. More details are required, 
and consequently a more elaborate set of books. General books 
and general accounts are entirely adequate in the case of single 
unit and miscellaneous production, but it is impracticable, if not 
absolutely impossible, to obtain the necessary results in the case 
of multiple unit production. The accounting cost system answers 
the purpose so long as nothing beyond average costs is required, 
but it should be pointed out that the application of this system 
might result disastrously if the identity of the various units were 
overlooked and average costs obtained. An average cost would 
be entirely satisfactory if accompanied by average sales; that is 
to say, if an equal amount of sales in each of the lines was made. 
The average cost of three (3) lines of production at $14, $15, 
and $16, respectively, might be $15, and no damage could result 
if there were a corresponding average sale of the three (3) lines. 
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An increase in the demand for goods costing $16 and a decrease 
in the demand for those costing $14 would materially alter the 
situation, and the manufacturer, having at his disposal only the 
information that the average cost of his three (3) lines of product 
was $15, would be unable to account for the condition of in- 
solvency which would very likely fall upon him. 

In the use of the manufacturing cost system, it is necessary 
to distribute or apply the material and supplies, labor, and over- 
head over the various grades or units of production, and keep 
special cost records. It is necessary to determine the cost of 
each grade, or quality of product. Each lot, or unit, or group of 
small units, must be identified, usually by number, and each traced 
through the process of manufacture, the items of cost accumu- 
lating as the work progresses. 

The proprietor is primarily concerned with a cost upon which 
to base a selling price, but he may also desire information of a 
statistical nature, which will enable him to gauge or compare the 
efficiency of the management, or the operatives in some particular 
division of the work. 

There are three (3) elements making up the cost: 


Materials and supplies ; 

Labor ; 

Overhead ; 
Manufacturing, 
General. 


The next question is, how to arrange the system so as to 
furnish the information as to how much of each element goes 
into the cost of the various units in process of manufacture? 

It is usually conceded that a departmental organization fur- 
nishes the best form for accomplishing these results; not neces- 
sarily a physical division or department, but at least a division so 
far as the recording of the operations is concerned. By placing 
each department under the charge of some employe, a distribu- 
tion of the supervision of the work and records is accomplished 
without complicating the accounting mechanism and working a 
hardship upon one or a small number of employes. 

While the matter of classifying manufacturing cost systems, 
with regard to the various types involved, will be taken up later, 
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the author desires to confine his remarks at the present time to 
a discussion of the simple type, wherein information having 
to do with materials and supplies, and labor, is obtained by 
the cost clerk direct from each department, instead of allowing 
the cost to accumulate on departmental records as the work 
progresses. 

The work in process is identified by a system of numbers, 
under which each department reports the charges for material 
and supplies, and the labor which it has against these numbers. 
Where it can be avoided the overhead should not be allowed 
to become involved in departmental records. It is only neces- 
sary to complicate the work of the departments by loading them 
with overhead, where statistics for administrative purposes are re- 
quired for the purpose of judging or comparing the efficiency of 
a supervising operative, or foreman, a group of operatives, or the 
work of a department, and such distribution is not contemplated 
in the simple type of system. If indicated by special circum- 
stances the records covering such distribution should be made sub- 
sidiary to the general cost records, and no department burdened 
with any overhead, which does not originate there, or fall under 
the responsibility or control of the head of the department. The 
value of statistics for administrative use is destroyed when, for 
example, an attempt is made to judge the efficiency of a manu- 
facturing department by such items as salaries of officers, travel- 
ing expenses of officers, or any similar item not specifically af- 
fecting same. 

Let it be remembered then, that the departments are to report 
the charges which they have against the work in process to the 
cost department, which should provide a book in which these re- 
ports may be summarized. 

The stores department should be required to furnish a record 
of the materials and supplies issued, showing the number of the 
jobs or lots against which they are issued. This department 
should keep a detailed record of the cost of the materials and 
supplies, the receipts and issues of which should be summarized 
in the materials and supplies ledger. 

Labor departments report to the cost department the charges 
for direct labor against the work in process, and these are sum- 
marized to show the distribution over the jobs in process, and 
ultimately the total direct labor charge against each job. The 
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items of materials and supplies, and labor constitute the direct 
charges. 

Overhead comes from the accounting department, and is allo- 
cated to the work in process through the medium of a distribu- 
tion sheet, showing both the manufacturing and general overhead. 
The results of the charges for 


Materials and supplies ; 

Direct labor; 

Overhead ; 
Manufacturing ; 
General, 


are summarized and carried in the cost ledger until the job is 
completed. At such time they are transferred to a finished goods 


ledger. 
From the above it will be seen that the books required in the 


manufacturing cost system are three (3), namely: 


Materials and Supplies Ledger ; 
Cost Ledger ; 
Finished Goods Ledger. 


With these there are also three (3) reports required, namely: 


Materials and Supplies—from stores department. 
Direct Labor—from operating departments. 
Overhead—from accounting department. 


It should be noted that the three books comprising a part of 
the manufacturing cost system are always controlled by accounts 
in the general ledger with which they should always be in agree- 
ment. The connection between the books, reports, and the work 
as it passes through the factory, may be made somewhat clearer 
by the following illustration: 
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CHAPTER V 
Orders 


Before passing on to the detailed discussion of the elements 
comprising cost and the methods of handling same, some attention 
should be given to the system of orders which is used for con- 
trolling the operation of the plant and the goods in process. 

It is customary to allow no material to be used and no labor 
to be expended without an order. These orders originate in the 
factory office, are prepared by the order clerk, or some of the 
office-help, and are always authorized by the manager or super- 
intendent, or someone designated by the manager with the author- 
ity to give the order; never by the workmen. 

Orders are divided into three classes, which, together with 
their uses, are shown by the following: 

1. Plant: 
(a) Extensions. 
(b) Equipment. 
(c) Repairs and maintenance. 
2. Production: 
(a) Stock, sometimes called standing orders. 
(b) Special, specifications accompanying. 
(c) Stock repair. 
1. Goods damaged before shipment. 
2. Goods returned by customers. 
(a) Repaired at plant’s expense. 
(b) Repaired at customer’s expense. 
3. Shipping: 
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EMPIRE HAT MANUFACTURING COMPANY 


Extensions. No 
PLANT ORDER:..... eo) ue eee 
Maintenance and repairs. errr 








SUPERINTENDENT OR FOREMAN: 

You are hereby instructed to proceed with the following described 
work; to draw on the stores department for the necessary materials and 
supplies and to charge all labor expended in connection with the work to 
the above order number. 


DESCRIPTION OF WORK 











Manager. 


add peea enw eannes 
Work TO BE COMPLETED........ ... ‘ 





ISSUED IN QUADRUPLICATE: 
1. Office or order department. 
2. Factory. 


3. Stores department. 
4. Cost department. 


EMPIRE HAT MANUFACTURING COMPANY 


Stock. ae 
PRODUCTION ORDER:....... Special. Date 
’ St k r airs. “eee eevee 








SUPERINTENDENT OR FOREMAN: 

You are hereby instructed to proceed with the production of the follow- 
ing described articles; to draw on the stores department for the necessary 
—— and supplies and to charge all labor expended on same to the above 
order number. 











Work TO BEGIN............ 
Give ORIGINAL ORDER NUMBER 


























In Case oF Stock REPAIRS. Manager. 
EMPIRE HAT MANUFACTURING COMPANY 
SHIPPING ORDER No........... ie a na Obe es 
I aha wat ae a nae Cc I  ccitals amie baronies 
RN he io eek a BN te oe EES RE tect toe cy neko ee ae 
Manager. 


(To be continued.) 
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Organized Labor's Attitude Toward Machinery 


By Paut Kvapper, PH.D. 


PART IV 
IV 
Organized Labor's Attitude Toward the Machine 


We have seen the individual member’s attitude as an impul- 
sive or a predetermined attempt to seek personal vengeance for 
grievances which the worker traces to machinery. We noted 
first, that this feeling of hostility was shown despite the great 
efforts of the leaders in the ranks of organized labor, and second, 
that any endeavor to change this attitude is impossible except 
through the individual’s recognition of the futility of his actions. 
We come now to the more vital question, “ What attitude do 
labor unions take as a body; what policies and steps do they 
follow in meeting the serious problems which machinery 
brought?” 

To study each of the large labor organizations is impossible 
within the limits of such an inquiry as this. We must there- 
fore select representative unions, typical labor bodies, and study 
these, each for the class of unions whose policies and problems 
it reflects. For this reason, we shall spend our time in the main, 
tracing in detail the steps taken in the machine question by the 
(1) Iron Moulders’ Union, (2) Boot and Shoe Workers, (3) 
Glass Workers, and (4) Linotypers and Typographical Workers. 
We must follow these from the time their industry was mechan- 
ized to the present, and note their policies and plans, the remedies 
they advocate during meetings, annual conventions, joint con- 
ferences with their employers, in their strikes, and in their offi- 
cial publications. These unions are not only typical, representing 
extremes in views on these questions and divergencies of solu- 
tion of the various labor problems in the country, but they have 
also been completely revolutionized by the introduction of 
machinery. They have already met and solved the problems at- 
tending these changes, and have a definitely formulated policy 
toward labor saving machinery. To study in detail any of the 
others, would involve much needless repetition and useless 
duplication. 
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THE INTERNATIONAL MouLDERS’ UNION 


This organization was founded in 1859 and though its 
growth was not as rapid as many of the others, it prospered until 
1900, when it had to face the machine question seriously. It 
included 65¢ of all the iron moulders and 75¢ of the stove 
moulders of the United States. In 1904, the year that marked 
the beginning of what seems almost its end, it was reputed to 
be one of the very richest and most powerful labor organizations 
in the country, according to “Iron Age” and “The Trade 
Unionist.” In 1907, when it came out of the machine fray, it 
was a wreck of its former self. Its financial statement shows: 











ce hee whee aa &, aban bawwrme wn $18,985.24 
i Cae dest din hndsnne pied ens 3,702.68 
TT. is ss nudebbctruerssense chess $15,282.56 
a ailing a oth Gaia Ark be. aa BSL SCH Santeria 46,918.79 
cet ebasude heer dpeGiwieewesua $31,636.23 

2. Expended in Strikes, 1902 to June 20, 1907...... $1,447,009.46 


It is evident therefore that the International Moulders’ 
Union is battle-scarred, and has a tale that is interesting to the 
student of industrial history. 

About 1890, the first significant moulding machines made 
their appearance. In their shortsightedness the iron moulders 
could not or would not see that machinery was making consid- 
erable encroachment upon their craft. Because the machines 
did only the simplest forms in moulding, the men adopted a 
“ laissez-faire” policy, and ostrich-like, thought that if they re- 
fused to look, they were secure. In some factories, especially 
those in central and northern New York, a more active policy 
was adopted ;—the moulders refused to work in the same shop 
with these machines or under the same roof with the machine 
operators. Within a very few years, the number and complexity 
of these machines increased to such an extent that the hand- 
workers were threatened with dire results. A change of policy 
and tactics was needed. The leaders of the union realized fully 
that now it must step into the breach, and direct its members 
along a safe road, and according to a definite plan. As early 
as 1897, Editor Black of the Iron Moulders’ Journal said, “ It 
is the height of folly to even oppose the introduction of labor 


128 











Organized Labor's Attitude Toward Machinery 


saving machinery. All efforts in this direction are foredoomed 
to ignominious failure. We repeat then that as a trade organ- 
ization, we would not be justified in assuming a position of 
antagonism, but profiting by the example of the printers, should 
seek in every way to control its operation.” (Iron Moulders’ 
Journal, May, 1897.) “ Iron Age” (June, 1906), in speaking of 
the union’s attitude says that it started out with hostility toward 
the machines, but saw its mistake after the machine had made 
its place. ‘“ The stimulus of labor troubles has proved far 
stronger than theoretical statements of economists.” Heavy 
work considered far too difficult and delicate for machines has 
been turned out successfully under the pressure of strikes and 
labor troubles. 

In times of industrial peace, without this extra incentive, 
machinery would not have been developed to such an extent. 
Experiments are costly. Usually the owner has not enough 
initiative to overcome the inertia of existing methods and to 
inaugurate progressive changes. This initiative is necessary in 
order to make a revolutionary change, but the employer is back- 
ward about taking risks. But in times of strikes and lockouts, 
cost is lost in the bitterness of the struggle. Necessity is the 
mother of invention. The exigencies of the hour force new 
attempts, and thus are brought out new possibilities of mechani- 
cal contrivances, that exceed the most sanguine hopes of those 
who seek to mechanize industry and free themselves of the 
employment of skilled labor. How radical was the change from 
simple machine products within a period of industrial strife 
lasting from 1903 to 1906, we can see from the examples given 
in the second chapter. 

But even before the struggle in reference to the machine 
question came to a head, we find the employers in open con- 
vention charging that, (1) “ The moulders’ union tried to adhere 
to the principles of the Dark Ages, and systematically opposed 
those machines which make for progress and seek to reduce the 
manual labor of mankind;” (2) “ The Union is stifling the pos- 
sibilities of these machines instead of developing them;” and 
(3) “Strikes have been lost by the union, and vast sums of 
money spent in an attempt to compel proprietors to adhere to 
antiquated methods.” Let us consider these charges. 

From citations that we have given thus far, we see that the 
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individual worker was constantly being warned by the Union 
against such an attitude, and such a policy with which the 
Employers’ Association charges the union. In 1899, at the an- 
nual convention, a number of delegates tried to pass a resolution 
demanding the discontinuance of advertisements of types of 
moulding machines in the Iron Moulders’ Journal, the official 
union organ. The resolution was lost, but it brought out a tor- 
rent of censure for such an attitude. The Journal said that 
the machinery has often been a failure in the moulding industry, 
but it has just as often succeeded. The argument advanced, that 
skill is the worker’s capital, his commercial asset, and that he 
has a right to fight against the introduction of machinery because 
in so doing he is protecting his personal property, is foolish and 
sentimental. Many laborers refused to operate the moulding 
machines as they were being introduced. The employers then 
paid some active young men a bonus, got the machines under 
way and the stubborn moulder reserved his skill but was finally 
run out of the factory. 

President Martin Fox in his opening address at the Indian- 
apolis Convention in 1899 reviewed the mechanical development 
in the moulding industry, and showed that despite repeated 
failures, automatic devices had come to stay. “ The advent of 
labor-saving machinery in the foundry was the signal for an 
outburst of ridicule and contempt,—moulders refused to have 
anything to do with them. These machines were first relegated 
to the unskilled laborer, and now (1899) they are a serious 
menace to the regular laborer. The policy of detraction and 
opposition must forever be abandoned. I strongly advise that 
our members agree to work these machines, and bring out their 
best possibilities, provided satisfactory arrangements can be 
made as to wages. The mistake was made at the beginning,— 
but we should be guided by our experience, and without further 
delay should adopt such a policy as will give our members the 
control of the machines, and retain for them the trade which 
they have spent the best years of their lives in acquiring. I 
strongly recommend that the incoming officers lend their as- 
sistance in sinking old time prejudices—and control the ma- 
chines that will otherwise control them.” 

The convention responded, and demanded the appointment 
of a special committee to bring in a report with definite sugges- 
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tions embodying the sentiments of the president. The committee, 
in its report laid stress on the fact that this was the most im- 
portant question before the convention, and meant a true crisis 
in the life of the skilled worker. The report contains an admis- 
sion that under the old policy in which each local or each group 
was allowed to decide on its own action, the moulders often 
refused to allow owners to bring in these machines. “ This 
is a policy of the past and shows mental shortsightedness and 
ignorance of the industrial development. In the opinion of your 
committee, The Iron Moulders’ Union must have control of these 
machines and their operation.” The report then submitted a 
number of suggestions and remedial measures which we can sum 
up under three captions. 

(1) In the future, the moulders’ union should extend its 
jurisdiction over the moulding machine operators and all those 
“who work at moulding, in the numerous subdivisions into which 
the specialization of our craft has divided it.” This leads to a 
change in the membership clause of the constitution. According 
to the document which governed the body since the St. Louis 
Convention of 1888, the qualification clause read :— 

“Any moulder serving an apprenticeship of four 
(4) years or who has worked at the trade four years, 

and is competent to command a general average of 

wages, may be admitted.” 

To meet the spirit of this first suggestion, this clause was 
amended as follows: 

“To command the general average of wages paid in 

the branch or subdivision, with which he may be iden- 

tified, may be admitted.” The sole object of this ad- 

dendum was to include machine operators. 

(2) All members “ be directed and advised ” to accept work 
on these machines when the opportunity is afforded. 

(3) The incoming officers shall determine upon plans to im- 
mediately execute these suggestions and to enlist the co-operation 
of the foundrymen in promoting this policy. All the industrial 
magazines had nothing but words of praise for the progressive 
policy and spirit shown by the moulders. 

But the moulders in convention, carried away by their en- 
thusiasm did not realize that they were reducing the whole 
machine question to the basis of control. “Control by the 
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Union” means only union operators shall work these machines. 
Here was the great bone of contention. Employers refused to 
acknowledge or concede the point, viz., that their operators 
should be union members. Their reasons were :— 

(a) Since the new kind of labor is less skilled why pay as 
much as for the skilled? The union officers tried to show that 
since the foundryman’s profits became greater, the same wage 
rate ought to prevail. But the fact that the product was now sold 
a trifle cheaper was enough excuse for the mill owners to de- 
mand a lower wage. (b) The initial outlay for the installation 
of these machines was very heavy. Why make any concession? 
Why keep the same wage rate or increase it when the individuals 
of the union tried to put every obstacle in the way of this 
change and ran the machines, when they ran them at all, below 
their full capacities? The employers were firm in their stand. 
But the union officials replied :— 

“They (the moulders) stand pledged to bring out the best 
possibilities of these machines. They are not seeking to get con- 
trol so they can limit the output or injure the reputation of the 
machine. ... But we deem it the duty of the individual 
moulder and a part of the work of his organization to retain for 
him some of the benefits accruing from the benefits of the intro- 
duction of labor saving machinery. No moulder is really in 
love with the hard toil of his craft; he will gladly give way if a 
machine can be found to do the work for him. But he refuses 
to be stamped out by these automatons. He spent the best years 
of his life acquiring skill and speed in his craft. The new 
machine should be introduced in such a way that he, as a mem- 
ber of the industry, can reap some of the benefits which the 
genius of man is presenting to society.” (Iron Moulders’ Jour- 
nal, November, 1899, p. 583.) 

The moulders were exceedingly bitter and antagonistic when 
those engaged in manual labor of a most unskilled nature were 
brought into the operating room and placed in charge of these 
machines. The union men saw that a new class which must 
inevitably supplant them was being nurtured. To descend to 
machine tending from the position of skilled artisan was suffi- 
cient humiliation, but their instinct of self-preservation forbade 
them to give up their livelihood, and face starvation. 

The position taken by each side in the controversy can be 
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seen from the actions and propositions submitted and discussed 
at the Joint Conference between the Executive Councils of the 
Iron Moulders’ Union and the National Founders’ Association, 
in June, 1900, The conference was called to discuss five ques- 
tions,—(1) wages, (2) piece or day system, (3) strikes and lock- 


outs, (4) open shop, and (5) the control of the machine. 


The 


last topic caused a very lively discussion; the demands of the 
contestants can be seen in the comparison which follows: 


Founders’ Proposal 


Inasmuch as the moulding 
machine is the product of the 
machine-shop and not of the 
foundry, it is not under the 
jurisdiction of the moulder, 
but having been produced at 
the expense of the employer, 
there shall be accorded to him 
the right to operate it in what- 
ever manner he may elect, the 
same as his right to operate 


Moulders’ Proposal 


Inasmuch as the moulding 
machine is but an improved 
tool, designed to cheapen and 
increase the product of the 
moulder, and represents both 
additional capital invested by 
the foundryman in his busi- 
ness and a different method of 
applying and utilizing the cap- 
ital of the moulder, we recog- 
nize that each is mutually in- 








terested in the manner of 
operation. 


his cranes, power-plants or 
any other mechanical device 
that has been brought into the 
foundry for the better prose- 
cution of the employer’s or 
moulder’s interest. 


After a long struggle and ardent debating, the employers de- 
cided to accept the wording of the union in calling the machine 
a tool designed to increase and cheapen the product but denied 
absolutely the last clause “ that each is mutually interested in its 
manner of operation.” By a tie vote the proposition was de- 
feated. 

Nothing definite could be decided on the wage question, be- 
cause the employers insisted on classing the machine operators 
as unskilled, and the workers favored calling them machine 
moulders, but putting them on an equal salary basis. The Iron 
Moulders’ Journal sums up the outcome of the conference in its 
editorial comment. 

“ A perusal of the minutes of the conference will show that 
the machine question was touched on only lightly, but as the 
trend of the whole discussion was to place the machine operator 
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in the same class as the unskilled moulder, it was clear that no 
proposition in the machine question could be made, upon which 
there could have been any chance of an agreement.” 

In 1901, a similar joint conference was called between the 
employers and employees. The foundrymen simply reiterated 
their position and demanded the sole right to dictate the terms 
under which the machines should be introduced, and insisted that 
labor should not be given a voice in the matter. It was evident 
that they meant to safeguard their own interests but refused the 
same privilege to the union. The workers adopted resolutions 
showing that there were two means of enabling them to have 
partial control in the introduction—means which would guaran- 
tee to them some of the inherent advantages of the new process, 
viz., (1) “fix a stipulated day’s output for a wage mutually 
agreeable,” or (2) “fix an equitable piece price satisfactory to 
both.” The only answer which this proposition elicited was a 
decided refusal to adopt either of these suggestions. 

The deadiock continued for almost two years, neither side 
yielding, the foundrymen feeling more positive of the outcome 
with each little mechanical improvement. In 1903 began a series 
of strikes and lockouts, bitter struggles both verbal and physi- 
cal, which lasted until 1907. Not one of these strikes was against 
the introduction of machinery, but rather about the method of 
introducing it. The workers demanded the right to receive first 
choice on these machines, not to have their hours increased nor 
their pay curtailed, a continuation of the closed shop, and an 
acknowledged place in the councils of the craft. These demands 
were met with derisive laughter. The official magazine of each 
side shows the bitterness of the struggle. Names varying from 
liar, intimidator, bully, to thug and murderer were bandied back 
and forth. 

The machine question, if it is to be solved at all, must be 
solved amicably. With relations strained, and a spirit of bitter 
animosity prevailing, the employers took the stand of positive 
and absolute freedom in matters relating to shop and machine 
policies. The foundrymen organized a strong association and 
formulated their demands which they published, and spread 
broadcast under the heading of “Our Policy.” Their position 
was absolute and uncompromising on the following points: 

I. Limitation of Output—“ We are opposed to any arbitrary 
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limitation of output on the part of the moulders, and to exces- 
sive demands on the part of factory owners.” The union nodded 
“amen” to this declaration. 

II. Limitation of Man’s Earning Capacity—This is not to 
be tolerated in any form. Piece work tends to make the worker 
more energetic, to bring out his superior ability, and to enable 
him to take advantage of opportunities and raise his standard of 
living. The policy of anti-piece work is not to be permitted in 
any shop. The union was opposed to the piece system for rea- 
sons which we shall see in our next chapter, but the immediate 
reasons that were urged were: (a) The piece system tends to 
rush the worker, (b) in his shortsighted anxiety to earn more 
immediately, the worker unduly increases the output, and thus 
brings on an overglutted market in this branch, which results in 
periods of idleness. (c) The old hand labor required a maxi- 
mum of skill, and a minimum of physical force, but the new 
machine labor in moulding, requires a minimum of skill and a 
maximum of strength not only for lifting, feeding the machine, 
carting away finished products, but also to offset the nerve 
racking strain of the dull, lifeless grind of the automaton. Hence 
a definite wage for a fixed output should be established. The 
employers argued that a fixed wage scale is an injustice to the 
quick, earnest worker, because it puts him on a par with the 
shiftless and the drones, and encourages the latter by putting a 
premium on inefficiency. We shall see the hypocrisy of both 
these stands. The union tried to limit the output per week, and 
the foundryman tried to increase the output in the working sea- 
son, thus running his shop at top speed or shutting it altogether. 
His heart did not bleed for the gifted and efficient worker. 

III. Methods of Employment.—“ Employees will be paid by 
the hourly rate, by premium system, piece work or contract as 
the employers may elect, and the workmen so einployed will be 
required to give a fair day’s work for a fair day’s pay.” 

IV. Freedom of Employment—The “open shop” shall be 
maintained without interference in all factories. 

V. Apprentices—The number of apprentices, helpers and 
handymen to be employed will be determined solely by the re- 
quirements of the employer. 

VI. Mechanical Appliances—“ It shall be the right of a foun- 
dryman to introduce moulding machines and appliances of any 
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kind and to have the same operated by whomsoever he may find 
to Fis best advantage to employ thereon.” 

VII. Wages—(1) Wage schedule shall be agreed upon in 
each locality and shall be determined by shop and trade condi- 
tions. (2) The system of payment of wages shall be such as the 
employer shall determine. 

If we sum up these declarations, what do we find? The em- 
ployers felt that because of the remarkable development of ma- 
chinery and because of its successful and extensive use, they were 
in a position to dictate every possible condition to the workmen. 
Their demands required that the union member repudiate at 
one sweep all those measures for which the union had fought for 
over half a century: viz., an increased wage, closed shop, fixed 
wage system, and a fixed number of apprentices. To acquiesce, 
meant personal industrial degradation and the death of the union; 
to fight and lose meant little more. These ultra demands, this 
uncompromising attitude taken by the employers, awakened the 
spirit of revolt in the hearts of the union men, and they began 
a struggle which brought three years of enforced idleness, of 
misery almost unparalleled in industrial annals. During this 
period of strife, machinery was almost incredibly improved, and 
displaced vast hordes of men. In 1907, the union found itself 
in a sad condition; its funds were depleted, and its ranks were 
thinned by desertions forced by starvation and sickness. It 
quietly gave up the struggle, thus losing most of the gains of 
two generations’ honest toil and endeavor. Where shall we place 
the blame? Upon the attitude taken by the union toward labor- 
saving machinery? Our investigation leads us to a negative an- 
swer. Upon the hostile spirit manifested by the individuals in 
the early transition stage? The fault lies there to a slight ex- 
tent but it is far from sufficient to explain such a social upheaval. 
Upon the employers? Hardly. We must seek the explanation 
in the nature of the struggles and of the problems which con- 
fronted the craft. Our answer must therefore be postponed 
until we have considered the other labor organizations. 


(To be continued) 
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EDITORIAL 
The Twenty-third Annual Convention 


It is often said that New York City is too large, too distract- 
ing and too full of counter attractions to be a good convention 
city, but the success of the recent annual convention of the Amer- 
ican Association of Public Accountants is evidence that such a 
statement is not universally true. The convention which assem- 
bled at the Hotel Astor during the third week of last October 
was record making, not only in the registration of attending mem- 
bers, but also in the attendance at all the sessions. The interest 
of all the visiting accountants seemed to center entirely in the 
proceedings at the Hotel Astor during the day and in the social 
and other functions which the New York State Society provided 
for their entertainment during the evening. The New York ac- 
countants deserve a good deal of credit for the convention’s suc- 
cess. Not only did the various committees of the State Society 
prove themselves most gracious and thoughtful hosts, taking care 
that every visitor should feel at home and not be burdened by a 
surplus of unemployed leisure, but many of the representative 
accountants of the city during the three days of the convention 
left their downtown offices and devoted their time very largely to 
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getting acquainted or renewing acquaintance with the visiting 
delegates. 

The papers and discussions at this convention were of excel- 
lent quality. Dr. Brown, the United States Commissioner of 
Education, presented some original ideas on the relation of edu- 
cation to accountancy, and in the ensuing discussion a real and 
general interest in the subject was manifest among the members. 
At conventions of this sort papers on purely professional topics 
often fail to attract the audience, the delegates preferring to wait 
and read them at their leisure, but at this convention no speaker 
was confronted by empty chairs, and few speakers escaped 
from the platform without being obliged to answer questions. As 
a result, every session had features of unexpected and unusual 
interest, and we feel sure that the convention to be held next 
year at San Francisco will be equally interesting and successful 
if only the proper amount of judgment is used in the selection 
of topics and speakers. 

THE JOURNAL congratulates the Association on its choice of 
a new president. Geographically speaking, the office should not 
remain in New York, yet there is no reason why geography or 
locality should count for much in the filling of a post so import- 
ant. Mr. Sterrett has made an ideal president. He has been 
impartial and courteous to all, yet he has always had opinions of 
his own and has never hesitated to express them. He has been 
most considerate of the wishes and views of others, yet he has 
most energetically worked for the realization of those ends which 
seemed to him most important. Mr. Edward L. Suffern is by 
education and temperament a man well qualified to carry on suc- 
cessfully the policies which Mr. Sterrett and his distinguished 
predecessors have inaugurated. THe JourRNAL takes this oppor- 
tunity of assuring such American accountants as do not know 
Mr. Suffern that the interests of their profession are to be for 
another year under very wise and efficient leadership. 


The Auditor’s Relation to the Appraiser and Cthers 


The relation of the accountant’s work to that of other pro- 
fessions which exercise functions of supervision over business 
matters has not yet had time to become very clearly defined, nor 
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Editorial 


can such a result be expected in the near future. In the first 
place, the whole matter of relationships in business is compli- 
cated and subject to many influences; in the second, accountancy 
is still a very young profession. Its efforts have been in the past 
and are still largely devoted to the securing of adequate recog- 
nition from lawyers, bankers, brokers, and other men of affairs 
with whom it is in closest touch. This recognition it is now re- 
ceiving in constantly increasing measure, but much remains to 
be done. One phase of the matter is excellently considered in 
Mr. James T. Anyon’s article, “ Safeguarding Bank Loans,” in 
this number of the Journat. Mr. Anyon shows a few of the 
many ways in which the accountant’s services may be of more 
value to the banker than they are at present. 

The question of relationships, however, is two-sided, and the 
accountant’s position is firmly enough established to permit its 
consideration from both sides: his service to others and their 
service to him. Other professional men generally concede that 
his position is important, but do not always understand the pre- 
cise nature and extent of his powers. Accountants themselves, 
for that matter, seem not always to have a very distinct con- 
ception of their relation to others. This seems particularly true 
of the accountant in his work as auditor, as is evidenced by the 
recent speech of President Plender of the Institute of Chartered 
Accountants (partly reprinted in the November JouRNAL oF Ac- 
COUNTANCY) and the still more recent speech of Mr. Charles 
Duguid, City Editor of the Daily Mail, delivered before the In- 
corporated Accountants’ Students’ Society of London (partially 
reprinted in this number of the JouRNAL). Both these speeches, 
it will be noted, were given in England, where the profession of 
accountancy is much older than it is here, and the functions of 
the profession therefore more clearly defined. 

Both of these authorities advised for the auditor a larger po- 
sition than he has generally claimed for himself. President 
Plender, naturally the more conservative of the two, suggested 
that the auditor should be careful not to confuse his duties with 
those of the directors or the general manager of the corporation, 
and that he should exercise caution in scrutinizing the Assets and 
Liabilities of the Company and in commenting upon them. “ An 
auditor should not act, or appear to act, as a valuer; but, if he 
has formed an opinion, based upon facts which have come to his 
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knowledge, that assets are over valued, he should say so.” 
Later he goes on to say: “ It might be said that an auditor should 
insist on revaluations by outside experts. This would be a grave 
step for an auditor to take; it would be a serious intervention in 
management, and quite unwarrantable unless he had strong 
grounds to doubt the competency and honesty of the officers of 
the company, or unless he believed the directors to be careless 
or incompetent.” There is, however, in this statement the im- 
plication that such a physical valuation by an outside expert 
might be a valuable aid to the auditor’s work, and it is at least 
debatable whether this aid might not advantageously be em- 
ployed more frequently than is now the case. In this connec- 
tion attention may be called to the article on “ Physical Ap- 
praisal and its Relation to Accountancy,” by Mr. Arthur K. 
Woodbury, in this number of the JouRNAL, in which the relation 
of the auditor to the appraiser is discussed at some length. This 
relation was also discussed at a recent dinner of the Michigan 
Association of Certified Public Accountants. 

It is certain that auditors would require this aid to their work 
if they took the advanced view of their duties and powers which 
Mr. Duguid advocates in his address on “ Auditors and Sharehold- 
ers.” Mr. Duguid calls the auditor of a public company “ The 
Guardian of the Investor.” He considers the auditor responsible 
to the stockholders rather than to the directors of the company. 
Then he says: “It is a position as responsible as it is delicate. 
I look around the whole sphere of business, and I see no position 
parallel to that in which the auditor has been thrust by the legis- 
lature, under the pressure of public opinion. It is unique. It is 
a position of which to be proud, but at the same time one which 
must be weighted with anxious responsibility. I do not refer 
at the moment, of course, to mere legal responsibility, but to 
moral responsibility. It is not a whit too much to say that the 
whole vast fabric of our limited liability system, upon which 
the commerce, the finance, the enterprise of this country in such 
great measure depend, would totter and crumble in discredit 
could we not rely upon the faithful aid of our company auditors.” 

In pursuit of this point Mr. Duguid declares that the audi- 
tor’s report should be more outspoken; that he should comment 
with more freedom upon the accounts he is called upon to ex- 
amine—the very practice that President Plender deprecates. 
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Other suggestions of Mr. Duguid, which he himself characterizes 
as ‘“‘ wisely audacious ” were to the effect that the auditors should 
not rely too implicitly upon the statement of valuations made by 
the directors ; that they should exercise personal supervision over 
the audit; and that no firm of accountants which keeps the ac- 
counts of a firm for a salary should audit the firm’s books for a 
fee. 

It is notable that discussion upon Mr. Duguid’s address was 
postponed to a later meeting of the society, in order that matters 
might be more carefully considered than was possible on the 
spur of the moment. In view of this, the Incorporated Accoun- 
tants’ Journal declines to comment upon the address. The Ac- 
countants’ Magazine (Edinburgh) for November comments 
upon it, and though endorsing it in the main, is not inclined 
to agree wholly with the position Mr. Duguid takes in regard 
to the freedom of comment of the auditor. It agrees with him 
that the report should contain no meaningless or trite phrases, 
but questions the advisability of making statements or even hint- 
ing doubts that are not absolutely justified by known facts. 
Whatever may be the final decision upon this matter, it is certain 
that the suggestions made by this eminent financial critic have 
been stimulative of much thought in Great Britain, and ought 
to awaken some interest and discussion here. Without the bene- 
fit of such legal enactment as exists abroad, accountants in this 
country are somewhat hampered in their attempt to obtain uni- 
form methods of auditing, but any efforts that may be made to 
bring about the clearer definition of the auditor’s rights and 
duties and his relation to the work of the lawyer, of the ap- 
praiser, and of other business and professional men, will be an 
important step here as elsewhere, in making his services more 
useful to the business community. 


The Twenty-Third Annual Convention of the 
American Association of Public Accountants 


The Twenty-Third Annual Convention of this Association was held 
at the Hotel Astor, New York City, October 17th to 20th, 1910, with the 
largest attendance ever recorded. Many members of the New York So- 
ciety were present at the various gatherings, and the members from the 
Societies of the nearer states made special efforts to attend. 
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The New York State Society of C. P. As. regarded itself as the host 
of the occasion, and had prepared a series of festivities, the enjoyment 
of which made large demands upon the endurance of the guests, demands 
which were responded to with every evidence of enthusiasm and pleas- 
ure. A Ladies’ Reception, a Theatre Party, and a Beefsteak Dinner were 
the principal features of the occasion, while the Annual Banquet was the 
culminating event of the social functions. 

The convention was welcomed to the city by the Hor. John Purroy 
Mitchel, President of the Board of Aldermen, whose experience as 
former Commissioner of Accounts enabled him to recognize the services 
of accountants. The proceedings of the convention included the pres- 
entation and discussion of several papers on topics of wide interest to 
accountants {some of which have already appeared in the pages of the 
JourNAL; others will be published in early numbers). 


The paper of Dr. Elmer E. Brown, U. S. Commissioner of Education on 
“ Some 3 ucational Bearings of Accountancy,” was followed by remarks 
on the same topic by Dr. Gray, of Dartmouth College and Joseph French 
Johnson, Dean of the New York University School of Commerce, Ac- 
counts and Finance. Interesting reports were presented by other gentle- 
men relative to the progress of educational work in their respective states. 


The paper of Mr. William H. Roberts, of Chicago, on “ The Proper 
Form of a Balance Sheet” (published in November number) was con- 
sidered of great interest and the discussion which followed brought 
out many varying opinions as to proper forms. Evidently there is not 
as yet a high degree of uniformity prevailing among accountants as to 
the manner or form in which Balance Sheets should be expressed, 
although there is substantial agreement as to the facts which should be 
presented. 

The paper of Mr. Richard M. Chapman, of New York, on “ Municipal 
Accounts” afforded the convention an opportunity to observe the meth- 
ods of accountancy pursued in this city as they had become known_to 
Mr. Chapman during his years of connection with the Accounting De- 
partment. This was followed by the presentation of a paper by Mr. 
Harvey S. Chase, of Boston, on “ Budgets and Balance Sheets” which was 
clearly illustrated by charts showing the method by which such budgetary 
transactions would be recorded. Mr. Chase’s paper brought out the 
marked differences between what may be called the Balance Sheet and 
Non-Balance Sheet methods as these are pursued in different municipali- 
ties. Dr. Charles F. Gettemy, Director of the Massachusetts Bureau of 
Statistics, participated in the discussion. 

The business proceedings of the convention included the consideration of 
the question of an Executive Secretary concerning which office so much in- 
terest has been manifested recently. The Special Committee which was 
appointed to undertake the raising of a guaranty fund, of which Mr. 
George Wilkinson was chairman, reported that a fund approximately 
sufficient had been raised and the engagement of such an officer was 
therefore possible. The question was referred to the Board of Trustees 
for consideration and action. Mr. Thomas Cullen Roberts was appointed 
to fill the position of secretary for a period of six months or longer as his 
services might be required. 

_ The convention adopted new By Laws which will be published in due 
time. 

The Committee on Accounting Terminology presented a report, but 
it was considered not advisable to publish it until the matter had been 
brought nearer a completed condition. 

It was the unanimous opinion of those who attended the convention 
that it was the most successful meeting yet held. 

The convention accepted the invitation of the California State Society 
of C. P. A., Inc., to hold its next Annual Meeting in San Francisco. 
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Mr. Charles Duguid on Auditors and Shareholders 


The following passages from a lecture delivered before the Incorporated 
Accountants’ Students’ Society of London, by Mr. Charles Duguid, City 
Editor of The Daily Mail, on October 12, 1910, are reprinted from the 
Incorporated Accountants’ Journal: 

To begin with, it occurs to me as being pre-eminently the most impor- 
tant part of the profession of accountancy—this part wherein the ac- 
countant becomes an auditor, and the auditor of a public company with 
shareholders. I can imagine other branches of your professional duty 
requiring wide knowledge of affairs, technical and general, requiring the 
utmost skill, constant care, untiring application, unswerving uprightness, 
firmness, patience and diplomacy. But I can conceive no branch of your 
professional duty which demands these qualities in such a degree as does 
your auditorship of a public company—a capacity in which the accountant 
becomes in one sense the guardian of the investor; seeing that the 20,000 
directors of this country render a faithful account of their stewardship 
to the hundreds of thousands of shareholders; saddled with the duty of 
acquainting the shareholders with the exact position into which the direct- 
ors have brought the company. And it is a position as responsible as it is 
delicate. I look around the whole sphere of business, and I see no position 
parallel to that in which the auditor has been thrust by the legislature, 
under the pressure of public opinion. It is unique. . It is a position of 
which to be proud, but at the same time one which must be weighted with 
anxious responsibility. I do not refer at the moment, of course, to mere 
legal responsibility, but to moral responsibility. It is not a whit too much 
to say that the whole vast fabric of our limited liability system, upon which 
the commerce, the finance, the enterprise of this country in such great 
measure depend, would totter and crumble in discredit could we not rely 
upon the faithful aid of our company auditors. 

Could you render more faithful aid still? Could you auditors in em- 
bryo, when your time comes, augment that dignity and usefulness which 
already characterise your profession? Your profession, with its immense 
power for good, does more than it used to do to establish our limited 
liability system in the confidence of the public—could it not do more still? 

When, as a financial critic, I receive the report and accounts of a com- 
pany, I invariably turn first to the last thing the document contains—the 
auditors’ certificate, or, as it is now called, the auditors’ report. I may 
cast a cursory glance at the opening sentences of the report, in which the 
directors express their pleasure in presenting it and their satisfaction 
with the results achieved, even although, as is far too frequently the case, 
this only means that they are easily pleased and satisfied with anything. 
(Laughter.) I may cast a cursory glance at the rest of the verbiage of 
the report, in which, by a judicious choice of language, it is easy to make 
things appear at their very best. I probably cast a cursory glance at the 
figures of the accounts, which speak more plainly than words, especially to 
see how many of the assets are tangible. But all these things can wait 
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for subsequent examination. The one thing to which I eagerly turn is 
the auditors’ certificate or report. If that contains the slightest hint that 
the accounts do not present a true and correct view of the state of the 
affairs of the company, I, as financial critic, am more impressed with those 
few words than with the whole of the rest of the document. 

I have said if the auditors’ report “contains the slightest hint” that 
something may be wrong. It is my complaint that it never does con- 
tain more than the slightest hint, and that this hint often falls short of 
usefulness. As an instance, take such words as these from an auditor’s 
certificate : 


“The value of the assets, as shown in the balance-sheet, is de- 
pendent upon realisation.” 


Or take another example—they are both actual instances :— 


“The investments are stated in the balance-sheet at the value at 
which they were included in that for October 3rd, 1908, without regard 
to fluctuations in value.” 


Now, of course, these words in themselves mean next to nothing. It 
is merely a truism to say that the value of any assets depends upon 
realisation. And the second statement conveys no information whatever 
as to whether the directors have over-valued their investments or under- 
valued them, whether the fluctuations have been upwards or downwards. 
Now you know very well, and I know very well, what the auditors prob- 
ably meant to convey. They probably meant to convey, in the first in- 
stance, that in their opinion the assets were dangerously over-valued, and 
they probably meant to convey, in the second instance, that the invest- 
ments had fallen dangerously. You know that, and I know that, but does 
the shareholder know it? In any case, if the auditors mean to say a 
thing why don’t they say it? I do not understand the reticence; if it is 
dignified caution, it seems to me to be dignified caution carried to the 
verge of the ridiculous. Those whom it misleads suffer; those whom it 
does not mislead wonder and smile. In neither case does it appear to me 
—I am a mere outsider—good for the profession. 

I would go farther in order to show that I am not carping on an im- 
material point in this submission of mine that an auditors’ certificate ought 
to be outspoken, that it ought to say what it means, that it ought not 
merely to give hints. I would go farther to show this by quoting the 
words of Lord Justice Lindley when the famous London and General 
Bank case was before the Court of Appeal. “The duty of an auditor,” 
said Lord Justice Lindley, “is to convey information, not to arouse en- 
quiry. . . . A person whose duty it is to convey information to others 
does not discharge that duty by simply giving them so much information 
as is calculated to induce them to ask for more. . . . Unfortunately 
the auditor in this case consented to leave the chairman to explain the 
true state of the company to the shareholders instead of doing so him- 
self.” Then, again, in the case of Dumbell’s Banking Company the Judge 
remarked to the detriment of the auditors that, although they had told 
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the managers of the company they held strong views on the overdrafts, 
they did not certify those strong views in their certificates. 

Thus I would submit for your consideration whether auditors’ certifi- 
cates should not be more outspoken. Some auditors may reply, “ Oh! but 
when we want to be outspoken our outspoken remarks are found, not in the 
certificate or report which is appended to the balance-sheet, but in our re- 
port which is read at the meeting.” To this I would submit in rejoinder, 
firstly, that this practice of reading the auditor’s report at the meeting in- 
stead of printing it in the balance-sheet is only a way towards hushing 
it up; and, secondly, that the reports read at the meeting are not much 
more outspoken that those attached to the balance-sheets. 

When a report is read at a meeting its technical terms cannot be 
grasped without difficulty even by those shareholders present; the great 
number of shareholders who cannot attend the meeting never see the 
report unless they go to the trouble of applying for it and paying for it. 
I know the law allows the kind of thing to which I am objecting, but if 
auditors cannot induce directors to print the auditorial report with the 
balance-sheet, then I submit that your profession should obtain an altera- 
tion of the law. You must never forget that as auditors you exist in the 
interests of the shareholders almost against the directors. As Lord Justice 
Lopes said of you, you are watch-dogs—not bloodhounds, it is true—but 
still watch-dogs. 





New School of Business Administration 
Marquette University Opens New Department this Fall 


A new college of economics and school of business administration 
has been opened this year in Marquette University, Milwaukee, Wis., with 
evening courses on the same general lines as those in the schools of com- 
merce in New York University, Denver, Northwestern, Pennsylvania and 
others. William Clarence Webster, Ph.D., is dean of the faculty, which 
numbers six professors, two assistant professors, three instructors and 
several special lecturers. Twenty-four classes are held this year, including 
three in accounting. The total registration is 110 students. The schools 
of commerce in other universities all show good increases in enrollment 
and have opened the year with the most favorable showing in their his- 


tories. 





Announcement 
Messrs. Leo Greendlinger, C. P. A., and Max Meyer, C. P. A., announce 
the formation of a partnership for the practice of public accountancy, with 
offices at 13 Astor Place, New York City. 
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Correspondence 
National Bank Earnings 


New Orleans, October 18, 1910. 
To THE JouRNAL oF ACCOUNTANCY: 

In the paper of Mr. J. B. Cook, A. M., C. P. A., entitled “ National Bank 
Earnings,” appearing in your September issue, I notice in his proposed 
“ Schedule of Income and Expenses” that Premiums on U. S. and other 
Bonds are to be considered an expense. As this is at variance with Mr. 
Charles E. Sprague’s work, “ Text Book of the Accountancy of Invest- 
ment,” I would ask that Mr. Cook explain this item of his classification. 


Respectfully yours, 
F. G. Walle. 


The limits of the recent article on “ National Bank Earnings” forbade 
a detailed elucidation of the topic “ Premiums on U. S and other Bonds,” 
in the expense schedule. The objector to that item will see after care- 
fully considering the following, that really it is not at variance with the 
esteemed Professor Sprague’s views. 

The Premium paid for Bonds is a temporary asset, which must be 
written off by installments regularly till it disappears at the maturity of 
the bond. Or in case the bond is subject to call before maturity at or 
above par, provision made previous to such redemption date should have 
brought its ledger value down to the amount, par or above, offered for its 
surrender. To charge off the entire premium cost of an investment, at 
the outset or any other one time, is bad accounting. 

In order to make perfectly clear the proper practice and the reasons 
therefor, it is best to state that im strictness the income account which 
receives credit for interest on bonds should be charged per contra with 
the amount correspondingly written off from Premium on Bonds. Or 
what amounts to the same, only the net amount of real income should 
be credited to the income account. The amount charged off of Premium 
may be computed on the “annuity” plan, or simply be the premium 
divided by the number of years to maturity. 

_ But in the ordinary National bank, the size of this periodic deduction 
from Premium account, especially for United States government bonds, 
is comparatively insignificant. Convenience in bookkeeping then sanctions 
the existing practice of charging the “ wasting” of premium as a general 
offset to income or to ordinary current expense. It should be stated also 
that this is in accord with the form for Earnings statements required 
of the banks at the present time by the Comptroller of the Currency. 

J. B. Cook, C. P. A. 

Chicago, IIl. 
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Book Department 


Epitep spy Lee GaLLoway, Px.D. 


LABOR AND THE RAILROADS, by James O. Facan. Houghton, 
Mifflin Co., Boston, pp. 164—1909. 


This book, like its predecessor, the “ Confessions of a Railroad Signal 
Man,” will doubtless attract wide interest and stir up a great amount of 
discussion. It will, on the whole, have a beneficial effect. Being written 
by a practical railroad man it has all the defects of the practical, which 
is not based upon a broad grasp of underlying principles. Its illustrations 
are very apt. The burden of the whole work is that the sense of 
solidarity among the unions overtops their sense of loyalty to the man- 
agement or to the public and interferes seriously with the independence 
of the management. The truth of this is illustrated by many telling 
examples. There can be no doubt that the author is right when he insists 
that this fact has an important influence on the appalling number of 
railroad accidents. He makes a strong point of the fact that the in- 
spectors employed by the Interstate Commerce Commission, as well as 
the inspectors employed by the railroads themselves, are all members 
of the same unions as the men that they are to inspect. 

One does not criticise adversely the facts set forth by Mr. Fagan or 
the direct inferences he draws from those facts in regard to the effect 
on the managements, but unless one is willing to admit that the whole 
demand of the last generation, and especially of the last ten years for 
an awakened social consciousness and an increased sense of social duty, 
is a mistake and a delusion, one must conclude; first, that the practical 
Mr. Fagan has proved the extremest of doctrinaires, by comparing the 
present bad poe ~ aes with ideal conditions, instead of those that would 
exist were the union abolished, and other things left as they are. In the 
next place, Mr. Fagan fails to realize that whatever evils result from 
the power of the unions—and no one denies the evils—the union men 
got their idea of combination, and even of acting in the interest of their 
group against the general public, from the combinations among the 
employers and the utter disregard by the employers of all public duties. 
Were the world otherwise perfect, we should all agree with Mr. i a 
that much of the power exercised by the unions in checking the freedom 
of the management, ought to be abolished; but until the railroads them- 
selves are educated up to a greater sense of their public duties, or, 
until the state becomes powerful enough, and intelligent enough, to pro- 
tect both the workmen and the general public from exploitation by the 
railroad management, many among our most competent students of social 
affairs will continue to believe that in this imperfect world, in view of 
the actual history of corporations in this country, the unions, with all 
their imperfections and restrictions, are a safeguard to our civilization. 

Joun H. Gray. 


THE AGE OF MAMMALS, by Henry Farrriecp Oszorn, LL.D. Pub- 
lished by The Macmillan Co., New York, 1910. Price, $4.50 net. 


The appearance of a book of this character is always welcomed by 
those men of affairs who are willing to give a little serious attention 
to a subject that lies outside the beaten path of their every day activities. 
Such effort has its reward in the vast range of interesting knowledge 
which is opened to the non-specialist investigators for their enjoyment. 

Although considerable space is given to matter that is purely docu- 
mentary and may be passed over rapidly by the general reader, yet the 
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author has given an interesting account of the relation of geology, geog- 
raphy, botany, and climate to the successive groups and movements of 
mammalian life. This book is a fitting supplement to the great works 
of Darwin, Huxley and others who have taken as their main theme, 
the descent rather than the time-and-place elements in the history of the 
mammals. “To set forth this history in all its grandeur,” says Professor 
Osborn, “it is interesting to consider the question of past environments, 
such as the past geography of the earth, the changes in climate and in 
the earth’s surface which conditioned the evolution of plant life as 
the primary source of food supply for the mammals.” And again, on 
page 19, he says, “ The crude idea of centres of origin and dispersal, or 
migration of different kinds of animals, is a very ancient one. Even 
Moses’s treatise on Noah’s ark and the spread of its passengers was 
probably not the first attempt at a theory of geographical origin and 
distribution of the beasts and birds, because this theory had its ante- 
cedents in the traditions of Mesopotamia. There is no question that 
these myths strongly influenced the early attempts at scientific explana- 
tion.” 

For example, the author shows how certain physiographic changes 
having reduced the softer herbage and increased the harder grasses, or 
having separated the favorable feeding grounds as well as the drinking 
pools, account for the elongations wrought in shape of the teeth, the 
feet and skulls of certain animals. However, Cuvier, one of the early 
French naturalists interpreted like phenomena on the theory of “ special 
creation.” 

The main thesis of the author is to establish a time correlation be- 
tween the mammalian life of the various continents. In doing this two 
great principles are followed. First, in accounting for the various orders 
of mammals he says, “ The prolonged operation of the adaptive radiation 
from primitive and generalized forms into adaptive forms has in the 
vast periods of geologic time evolved or created the existing orders of 
mammals.” Second, in accounting for the method of distribution of 
mammals the author concludes that there can be no uniform system of 
past and present distribution. Every geological Era, every Epoch, and 
even every Period has its own laws of distribution. 

The relation of all this investigation to the time and place of the 
appearance of man forms, of course, the centre of interest for the gen- 
eral reader. This feature is not neglected and the history of Palaeo- 
lithic man and the appearance of man in North America is thoroughly 
discussed. 

One of the features of the book which proves of greatest aid to the 
general reader is the diagrams, outlines, maps, and pictures. The power 
of creative imagination is nowhere better displayed than in the work 
of the artist, Mr. Charles R. Knight, who by his drawings has made 
many rare and ancient forms of mammals seem real. L. G. 


THE FEDERAL CORPORATION TAX LAW, by Artuur W. 
MAcHEN, Jr., of The Baltimore Bar. Published by Little, Brown & 
Co., Boston, 1910. Price, $1.50 net. 


The author of the above treatise performed a distinct benefit to the 
corporation by the timeliness of his book on a matter of such importance 
as this new tax law. All the business corporations throughout the United 
States were called upon to make returns under this statute. Such a 
compilation of decisions concerning the taxing of incomes or earnings of 
corporations both in the United States and England will be of great 
assistance to corporation managements in ascertaining their rights and 
liabilities under the Act of Congress. Although all the points of this 
Act are fully commented upon the character of the discussion removes 
it from the appellation of a “ concordance.” 


148 


es 








Book Department 


In the introductory chapter the origin of the tax, its form, its pur- 
pose and general rule of construction is discussed. It would be im- 
possible to give in outline all the suggestive topics which the author 
treats of in a manner so incisive and to the point. Because of the im- 
portance of the topic and as illustrative of the method employed in other 
chapters the subject of “How the Taxable Income is Calculated” is 
chosen for analysis. Having shown in the two chapters preceding what 
the tax is on and what companies are subject to the tax the author now 
proceeds to show the following: How income is distinguished from 
profits ; statutory provisions as to method of calculation mandatory. What 
to be included as “the gross amount of the income.” Dividends on 
stock held in other companies. Increase in value of property—sale of 
capital sets. Purchase price payable by instalments. Force of the word 
“ received” in “ gross amount of income received” in Paragraph 2 of the 
Act. Income received as trustee. Income received before passage of the 
Act. Income derived from property exempt from taxation. Income de- 
rived from land. Income from invested property. What is income from 
business as distinguished from investments. Income from ultra vires 
business. Income from foreign business and property. Deductions to be 
made from gross income. fs statutory list of deductions exhaustive? 
Maintenance and operation. The provision in general. What is main- 
tenance and operation,—in general. Maintenance of property. Expenses 
“actually paid”—meaning of the expression. Necessity that expenses 
should have been paid “out of income” in order to be deducted. 
Meaning of “ordinary and necessary” expenses. Charges such as rentals 
and franchise payments. Deductions for losses. Necessity for an express 
provision of law allowing such deductions. Meaning of “losses.” Loss 
must be “sustained witinin the year.” Must be “not compensated by 
insurance or otherwise.” Deprecation of property. Deductions by in- 
surance companies. “Sums other than dividends paid with the year on 
policy and annuity contracts.” Additions to reserve funds. Deductions 
for indebtedness or interest thereon. The provision in general. Limita- 
tion on amount of indebtedness—what is “the paid-up capital stock.” 
As of what date amount of capital stock and of indebtedness is to be 
taken. Force of the word “ Outstanding” in capital stock outstanding at 
the close of the year. Indebtedness of non-stock corporations. Indebted- 
ness in excess of the paid-up capital. Money used in paying principal of 
debts—Moneys added to sinking funds. Interest on bank deposits. De- 
ductions for taxes. In general. Special assessments for betterments. 
Foreign taxes. Dividends on shares in other companies. In general. 
On shares in companies whose net income is less than five thousand 
dollars. On shares in foreign companies. Meaning of “ Dividends” in 
this connection. Method of calculating taxable income of foreign com- 
panies. Gross income “from business transacted and capital invested in 
the United States.” How to apportion profits between that part of busi- 
ness transacted in the United States and that part transacted abroad. 
What is income from “capital invested in the United States.” Deduc- 
tions from gross income by foreign companies. Operating expenses of 
foreign companies. Losses by foreign companies. Interest on indebted- 
ness paid by foreign companies. Taxes paid by foreign companies. Divi- 
dends on shares in other companies held by foreign companies. For 
what period income is coke. 

Other chapters take up The Return, The Assessment and Collection, 
Remedies and Constitutionality. The Appendix contains the Text of the 
Act, Regulations of the Treasury Department and Forms of Return. 

The author shows throughout the book a keen realizing sense of the 
average business man’s confused state of mind regarding this epoch mak- 
ing Act of Congress. Accordingly his remarks are clear cut and devoid 
of that ambiguity which goes with so many of the general economic 
discussions of the income tax. L. G. 
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Epitep sy Cartes W. GersTenserc, Ph.B., LL.B. 


The Legal Department of Tae Journat or ACCOUNTANCY is prepared to render a genuine service 
to its subscribers and readers, by undertaking to answer legal questions submitted to it. These ques- 
tions, while iy A be suggested by the problems that arise in the } panetane of our correspondents or 

the more theoretical requirements of examination boards, should always be so stated as to call for 

gle propositions of law. Whenever the Department receives a query the correct answer to which 
may vary with many possible but unstated circumstances the correspondents will be asked to give the 
details or advised to consult local counsel. Reasonably prompt replies by the Department will be 
made by Jy communication or through the columns of THE Journat. Address all communica- 
tions to Journat or Accountancy, Legal Department, 32 Waverly Place, New York City. 


New York Private BANKING Law UNCONSTITUTIONAL 


F See v. O'Malley, et al., Supreme Court, New York County, Specialj Term,'Part 1,{October, 
1910. N. Y. Law Journal, October 13, ro10. 


Bryur, J. This is an application for an injunction against the officials 
of the State and city to restrain the enforcement of Laws 1910, chapter 
348, being an amendment to the General Business Law in relation to 
private banking. 

_ This act provides that no person shall engage in the business of “ re- 
ceiving deposits of money for safekeeping or for the purpose of trans- 
mission to another, or for any other purpose,” without having thereto- 
fore procured a license (sec. 25). The transaction of business without 
such license or in violation of any of the provisions of the act is 
made a misdemeanor (secs. 27 and 29f). There is a further penalty of 
$100 per day for failure to make the reports required (sec. 29). Persons 
subject to its provisions are also required to furnish quarterly statements 
to the State Comptroller. The license, for which there is a fee of $50, 
does not issue automatically, but is granted only in the discretion of 
the comptroller. As a prerequisite the applicant is required to file a state- 
ment of his assets and liabilities, to deposit $10,000 either in cash or se- 
curities, and to furnish a bond in an amount of from $10,000 to $50,000, 
as may be fixed by the comptroller. 

Section 29d of the act exempts from its provisions five classes, with 
the first three of which, however, we are not at the moment concerned. 
The fourth class exempted comprises private bankers “ where the aver- 
age amount of each sum received on deposit or for transmission in the 
ordinary course of business during the fiscal year preceding shall not be 
less than $500.” 

The fifth class consists of private bankers who file with the comptroller 
a bond in the sum of $100,000 in cities of the first class or of $50,000 
elsewhere. 

The injunction is sought on the ground that the act is unconstitu- 
tional, eight separate reasons for that claim being put forward. Prac- 
tically all the serious objections may be summed up in the contention that 
the act violates section 1 of the Fourteenth Amendment of the Consti- 
tution of the United States in that it deprives persons of their prop- 
erty without due process of law and denies them the equal protection 
of the laws. More specifically it is urged that the act exceeds the police 
power of the State and that it imposes unequal conditions and creates 
arbitrary classification. It is pointed out also that the discretion granted 
to the State Comptroller to issue or withhold the license is arbitrary 
and therefore unconstitutional. 

It can hardly be doubted, at the present time, that the business of 
banking is of such nature as to warrant its regulation by the State under 
the general police power (Attorney General v. Utica Insurance Co., 2 
Johnson’s Chenery, 375; Same v. Same, 15 Johnson, 358; Curtis v. 
Leavitt, 15 N. Y., 925; and a long line of cases in other states ending 
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with the recent decisions of Weed v. Bergh, 124 N. W. Rep. 664, Wis., 
and McLaren v. State, 124 N. W. Rep. 66 , Wis.). 

We come, then, to the question of classification. In the first place, 
it is to be noted that the statute distinguishes between persons of different 
degrees of wealth in that the conduct of this business is restricted sub- 
stantially to persons who have a minimum of $20,000 rather than to 
persons of approved probity or sound judgment, and that a person who 
can procure a bond of $100,000 may remove himself entirely from the 
restraints of the act. This is a novel standard in our legislation. _ 

“ A classification in order to be relieved from the reach of the equality 
clause of the Fourteenth Amendment must be upon some reasonable 
ground—some difference which bears a just and proper relation to the 
attempted classification—and is not a mere arbitrary selection (Gulf, 
Colo. & S. F. RR. v. Ellis, 165 U. S., 150, 165). : 

This rule is subject to the limitation laid down by Judge Vann in 
People ex rel. Farrington v. Mensching (187 N. Y) where, at page 
16, he says: “ By this we do not understand that great court to mean 
that the relation must necessarily be ‘reasonable and proper’ accord- 
ing to the judgment of reviewing judges, but that the court must be 
able to see that legislators could regard it as reasonable and proper 
without doing violence to common sense. In other words, there must 
be enough reason for it to support an argument, even if the reason 
is unsound.” 

I have not been referred to any case in which a classification based 
solely on degrees of wealth has been held valid; but I can see that, from 
certain points of view, in the banking business, as for example in con- 
sidering ability to issue credits, the possession of wealth may be re- 
garded as some guarantee of responsibility and stability. Still in the last 
analysis, it is the integrity and sound business judgment of the banker 
— affords to a mere depositor the assurance of the safety of his 

unds. 

My doubts as to the validity of this provision have been somewhat 
weakened, though not we | removed, by an expression of opinion 
(mere obiter, = it be), of the Court of Appeals in Musco v. United 
Surety Co. (196 N. Y., 459, 466). The court there says: “It is quite 
probable, that if necessary, we could find sufficient reason to justify 
the Legislature in distinguishing between transatlantic steamship com- 
panies almost necessarily possessing large capital and credit and indi- 
viduals of the class to which appellant belongs which frequently may be 
expected to be without either.” This was said with reference to the 
“Wells Law ” (L. 1907, ch. 185), which required a bond to be given by 
any person engaged in the business of selling transportation tickets in 
conjunction with receiving deposits of money for the purpose of transmis- 
sion to foreign countries, and to the exemption from the provisions of 
that act, of “drafts, money orders and travelers’ checks issued by trans- 
atlantic steamship companies or their authorized agents.” While this 
case was apparently decided primarily on the ground that the defendant, 
having voluntarily given the bond, thereby waived any objections to the 
constitutionality of the requirements, I attach due weight to the opinion 
of this high tribunal in commenting upon the propriety of a classification 
based on relative amounts of capital. ; 


But I find far greater difficulty in reconciling with the test established 
by the Federal Supreme Court that provision of the present statute which 
limits its application to those bankers whose clients’ deposits are of an 
annual average of less than $500. There is nothing to which my attention 
has been called in the report of the immigration commission (which in- 
spired this legislation ) which directly warrants this distinction. It is 
sought to be justified by the learned counsel for the defendants on the 
theory that the persons found to have been subject to the abuse aimed 
at by the statute are largely recently arrived immigrants, persons of mod- 
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est means, i. e., with general deposits averaging less than $500 annually, 
who are less likely to be able adequately to protect their own interests 
than would be persons who make or have larger deposits. This argu- 
ment, however, strikes me as one not based on any substantial distinction, 
sound or unsound. Merely because the commission has found that a 
number of small bankers have absconded with the funds intrusted to 
them by modest depositors it does not follow that bankers may be law- 
fully classified under a State statute according to the annual average of 
individual deposits, and those enjoying large deposits be relieved from 
making public the details of their business and from the other presumably 
wisely imposed burdens of the act. Moreover, though this may be of 
minor importance, it is quite evident that a person may have a small 
deposit with a number of bankers. Finally, I neither find in the report 
of the commission nor in my own experience evidence that depositors 
of small sums are less intelligent, able or zealous in protecting their in- 
terests than are other depositors. My impressions are rather to the 
contrary. 

I have the highest appreciation for the good intentions and beneficent 
motives of the promoters and framers of this legislation, but in respect 
of the particular provision now under discussion I believe that the rea- 
soning advanced for the classification is too speculative, and the classifi- 
cation itself too adventitious to meet the test of constitutionality herein- 
above set forth. 

Moreover, relief is here sought by a plaintiff who is a “curb broker.” 
It is true that defendants do not concede in so many words that the 
statute covers his case; but the plaintiff so alleges and it is not denied, 
and the argument has proceeded before me on the theory that the pro- 
visions of the act do indeed cover his business. None of the facts ad- 
duced by the commission of immigration in its report, none of the con- 
siderations relating to inexperienced foreigners recently arrived, and none 
of the many other distinctions which correctly or incorrectly are attrib- 
uted to immigrant depositors with private bankers have any relation to 
customers of brokers. Confining myself, therefore, strictly to the merits 
of the application now before me, I am compelled to hold that there is 
no reason, sound or unsound, for imposing upon brokers a requirement of 
wealth or a classification based upon the amount of the average annual 
deposits of their customers. 

I believe, too, that plaintiff’s objection that the act invests the comp- 
troller with a purely arbitrary discretion is good. The language of the 
act (sec. 25) is: “ After notice of the application shall have been so 
posted for a period of two weeks, he (the comptroller) may, in his dis- 
cretion, approve or disapprove the application.” 

It must be conceded, of course, as was done in Lieberman v. Van de 
Carr by the Appellate Division of this court (81 App. Div. 128), by the 
Court of Appeals (175 N. Y., 440), and by the Supreme Court of the 
United States (199 U. S., 552, 560), that the Legislature may properly 
give “administrative discretion to local boards to grant or withhold 
licenses or permits to carry on trades or occupations or perform acts 
which are properly the subject of regulation in the exercise of the re- 
served power of the State to protect the health and safety of its people ;” 
and “that it is presumed that public officials will discharge their duties 
honestly and in accordance with the rules of law,” and that the delega- 
tion of such power to an individual has been sustained in Wilson v. 
Eureka City (173 U. S., 32) and Gundling v. Chicago (177 U. S., 183). 
But if I understand the principle and interpret correctly the views of the 
Supreme Court expressed in Yick Wo v. Hopkins (118 U. S., 356), there 
must be in the act which confers the discretion or in the general char- 
acter of the legislation, or at least in its history, some indication of the 
test or standard by which the discretion of the officer is to be exercised 
or controlled. It is true that in the case of Yick Wo the court was 
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evidently somewhat influenced by the fact that the administration of the 
ordinance in respect of Chinese laundries was arbitrarily and clearly 
designed to discriminate against the Chinese; but the court did not fail 
to condemn the character of the ordinance itself in that it failed to 
point out any test as to the competency of the persons applying for a 
license or the propriety of the place selected for carrying on the business. 
It cites with approval City of Baltimore v. Radecke (49 Maryland, 217), 
where the Court of Appeals of Maryland said: “It (the ordinance) lays 
down no rules by which its impartial execution can be secured or par- 
tiality or oppression prevented.” 

All these considerations, I think, are again emphasized by the fact 
that the act now under discussion covers the case of the plaintiff, a 
broker; and the emphasis is increased, or, to say the least, no aid is 
lent toward finding a standard by section 29e of the act, which reads: 

“Nothing in this article contained shall be construed to require the 
comptroller to make any inquiry or examination as to the responsibility 
or solvency of any applicant for a license or of any licensee hereunder.” 

It has occurred to me that it might be urged that the infirmity of 
the act, in so far as its terms cover the business of brokerage and like 
occupants, might be removed by the elimination of the words, “or for 
any other purpose” after the phrase “receiving deposits of money for 
safekeeping or for the purpose of transmission to another.” But on 
the one hand, the courts cannot amend legislation by limiting its scope 
through the elimination of one or more classes which it plainly described ; 
nor, even if we could hold the act constitutional as to bankers and treat 
its provisions as to other occupations as separable, is there anything in 
the record before me to warrant the conclusion that the phrase without 
its obnoxious extension would be sufficiently descriptive of any one class 
which the Legislature may have had in mind. Motion granted. 





Accountants as Receivers and Trustees 


Tue JourNnav has received from a Western correspondent a letter of 
inquiry with regard to the employment of accountants as receivers and 
trustees. Our correspondent says that accountants in the West seldom 
get such employment and he is curious to know if the same situation ex- 
ists in the East. In England a large and lucrative practice in receiver- 
ships, trusteeships, etc., is conducted by chartered accountants, but in 
this country, we regret to say, comparatively little work of this kind has 
ever found its way to accountants’ offices. There are, indeed, a number 
of instances in which accountants have acted as receivers or trustees and 
we believe they have usually given satisfaction to those interested in the 
estates. Furthermore, these instances seem to be becoming more numer- 
ous. But as yet it must be admitted that the fees arising from this class 
of business form a very small percentage of the total revenues of the 
accounting profession. In the United States receivers and trustees are 
appointed by judges and the rule with them is to appoint personal or 
political friends. We would refer our correspondent and other readers 
interested in the subject to Mr. Montgomery’s interesting discussion of it 
in THE JouRNAL oF AccounTANCcY for June, 1910. 
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C. P. A. Question Department 
Conducted by Leo Greenpiincer, M.C.S., C.P.A. 


Criticism and exchange of ideas will clear many a doubt and at the same time improve short- 
comings. To solve, compare and criticise C. P. A. problems and thereby to aid in bringing 
about a uniform American standard for C. P. A. examinations, is the object of this depart- 
ment. With the aid of suggestions and criticism from the professional brethren, it can un- 
doubtedly be achieved. Inquiries will be cheerfully answered. 


Following are solutions to the problems in Part I, of the Practical 
Accounting paper, set by the New York State Boarp or ACCOUNTANCY, 
at the June, 1910, examination, by Mr. A. W. Vine. (The problems were 
printed in the August number of the JourNAL.) 

SOLUTION TO PROBLEM 2 
THE VINCENT MANUFACTURING COMPANY 


Income and Profit and Loss Statement for the Period Ending December 31, 











1906 
i eee hk ds vecsecsdeceoeuewes eek $1,048,500.00 
eg cis ctesesswibeuddvadens 41,000.00 $1,007,500.00 
Deductions from sales: 
EEK TTT TTT Tere $4,030.00 
cack. cvewebne idpee evens 10,900.00 
I, ceibensschesvedacecaseee’s 4,300.00 
EE ee edu ndcdcceaeekedbanesseodde 10,000 . 00 
Total deductions from sales... ...........cccccceeeees 29,230.00 
LS sg. od os Gd 6cbe deeedeedeednsosss $978,270.00 
Cost of Manufacture: 
Prime Cost: 
Raw material consumed................ $410,000.00 
a oie Wa ddek sh cuwss bee 23,000.00 
Cartage and express inward............. ____ 3,750.00 
Gross cost of materials............... $436,750.00 
Less increase in inventory: 
Inventory, 12/31/'06..... $90,000.00 
” 7 Se __75,000..00 
15,000.00 
Trade discounts......... 6,300.00 21,300.00 
ID i d'n.4 0 nhc oessesrenks $415,450.00 
i inncive ontcsesneeamns ___ 300,000.00 
ee hots ceereeweses $715,450.00 
Factory overhead charges: 
Unproductive labor.......... $35,000.00 
i tt isd ss dnageaecepiba 21,000.00 
Factory expenses............ 3,010.00 
Repairs to machinery........ 1,310.00 
Total factory overhead charges........ 60,320.00 
ict a kns tncccwnubince vaeneswudeede __ $775,770.00 
occ. wkd wasdesesusseecceneiess $202,500.00 
Cost of Sales: 
Salesmen’s commissions and salaries...... $40,000.00 
<9 traveling expenses........... 17,500.00 
Entertainment of customers............. 2,000 .00 59,500.00 
hs pene htinswhnde déhndsseaseedeuass $143,000.00 
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Cost of Administration: 


NE CR oi... 6 cy 0's bislaleelne wines $15,000.00 
"7b seudas cnivesccebene evade 18,000.00 
Telegrams and telephones............... 1,800.00 
BI 6.5.4. asn Adorn wales ce ene oe 2,000.00 
Collection and exchange.............++- 700.00 
Stationery and printing................. 3,050.00 
Bonding of employees, office............ 250.00 
BEE ae inno 8 soe esdoepbnkeonns 1,500.00 
Total administration expenses... ........eeeeeeeees 42,300.00 
Pe ia, kos bn csc bss nckeneesiedevenee neath $100,700.00 
Charges against income: 
Insurance: 
Machinery, tools and patterns... $500.00 
PI ci nig. jraemmee ok ate.ere 650.00 $1,150.00 
Employer’s liability premiums .......... 4,000 .00 
PU MI 6 4 oo cesnc0cccdesonceces 4,470.00 
yi RR OC E COTTE ET 1,000.00 
Total charges against income. ..........sseeeseeeees 10,620.00 
BO FRU 0 ioe ndinccesndddoagesescssacdenessnaeneee $90,080.00 
Deeetes Tameacy 6, BOGS... iccrcvercetersesnesens 43,520.00 
Semis FEMMary 8. BGG oo cccccccccecesesecesovesesassss $133,600.00 


THE VINCENT MANUFACTURING COMPANY 


Balance Sheet, December 31, 1906 











Assets 

Machinery, at inventory value.............+++-- $40,000.00 

Tools, ” eG eebhedendugeeeen 8,500.00 

Patents, “ wT TTT 21,000.00 

Patterns, “ os © a0sreabessneennee 12,400.00 

Office furniture and fixtures, at inventory value... .. 5,700.00 $87,600.00 

PI so oc cc cdcenesscsncsccesesssocsnanenee $90,000.00 

PE ERIE. ccc cus cctecvceseceesses $3,050 

Be Cc nccensonsdvececessoven 250,000 253,050.00 

Cash on hand and in bank... .......cccccccccees 45,000.00 388,050.00 
$475,650.00 

Liabilities 
Bian SHI. « 0 0:0.0.0:008 sh cess cncaeceagaceenne $99,050.00 
BS be ce sttecetdstuvicéaleoseaeae 43,000.00 $142,050.00 
Capital and Surplus 

Capital stock, issued and outstanding........... $200,000.00 

Surplus as per statement of profit and loss....... 133,600.00 333,600.00 
$475,650.00 
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Homes REALTY COMPANY 








ExuiBit C 
Balance Sheet January 1, 1908 
ASSETS 
es ssid Cais ain ne ede abe ek pelea sen $49,096.43 
Eds 0 cb behb nnd00 0 ress eeEeanenes eras 38,000.00 
Interest ” ee i oy Gee $125.00 
ee dh bbeecese dentate 235.00 360.00 
Property account, as per Exhibit B.............. $343,623.47 
Less reserve for earnings on investment......... 31,623.47 312,000.00 
ceeds bh + cnnbadensancon tenses obelee we $399,456.43 
EES SE Perret: Pere eee per eon ere ee 4,745.07 
$404,201.50 
LIABILITIES 
ie chieedies ci shencehedbtesneseedenssckges $643.75 
wil ED 09 04 6-42Gh6es0r db aeeesscessebehs 3,342.75 
i ci6 Gy nsw as che shee OeebGh Mbekerccccabens 215.00 
= SRR Ea ga = Ee eon ee re $4,201.50 
CaPITAL STocK 
EE I oe Re ey Ce ee Se ($ ) 
es ok teen Galea he hedebe sieves aan 400,000 . 00 


$404,201.50 


SOLUTION TO PROBLEM 3 


Summary Cash Statement of the firm A., B., and C., covering the period 
from July 1, 1907 to December 31, 1909 


Receipts 
1907 
July 1, Partners’ investments: 
Ee a bss a Shae wes ecamingke Oe $5,000 .00 
EL ae eer enee a kp rere 7,000 .0O 
Atti éhbrabeneseeusieonsne 8,000.00 $20,000.00 
1909 veers 
December 31, Interest received during the period............. 250.00 
issions received during the period......... 12,824.20 
$33,074.20 
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1909 Payments 

December 31, Investment account, stocks purchased during the 
icc dans + cstnbacalastasdnenkeenses ee 12,000.00 
Expenses paid during the period.............. 4,550.00 

Partners’ drawings during the period: 

RES eR 2,000 .00 

pk Kesined iss akan mere 10,370.00 
Bes. 5 dé ouldeoncawhueeae eee 3,350.00 15,720.00 
Tee 804.20 





$33,074.20 
A., B., and C. acai i a 


Statement of Income and Expenditure, July 1, 1907 to December 31, 1909 





Commissions received from factories............... $12,824.20 
5 ee I i a isas cctacusswenss 2,240.00 
Total commmpiesion ensmed. ..o.<.oc6 oss cedbeccessevsnes $15,064.20 
Dbnened GUNN. 6.5602 dd os csv cceabdbadecechiaceeteseund 250.00 
a PTT ree ee $15,314.20 
Deductions: 
EE, sndedcbicen sd velaeds aaeeenael $4,550.00 
Reserve to cover losses on investments, 75% of 
SNS +. 0.040dsaekoeandene ean ae 2,025.00 6,575.00 
PR, ona cccteneccdincscondnenteaghe enna $8,739.20 
Apportioned among partners: SS 
Bic, I a 6s: hee Ske $2,184.80 
Bo; SUVU AINE. ook. 56 cok bic ceceennes 3,058.72 
Cig EE 6 wk céwitwrenscuseocdsadial 3,495.68 $8,739.20 
COMMENTS 


The solution to the first problem consists of three exhibits; namely, 
the operating account, property account and the Balance Sheet. The 
operating account is arranged in such a form as to show on the debit side 
the original cost of the property, plus the selling and administration ex- 
penses. Against this the sales are shown on the credit side, resulting in 
a loss for the year 1906 amounting to $8,452.82. This loss, in accordance 
with the wording of the problem, is carried to the property account. 

By adding up the interest on the capital invested in the lots, as well 
as the losses sustained during 1906, and distributing it over the remain- 
ing lots unsold at the beginning of 1907 the book value per lot is shown 
to be $426.01. We therefore debit the operating account in 1907 for the 
book value of 160 lots sold at $426.01, to which is added the selling 
and administration expenses, making a total of $83,814.85. Against this 
is shown on the credit side the amount realized from the sales of 160 
lots, also the interest received, plus that which is accrued by the end of 
the period, making up the sum of $83,361.00. We also add on the credit 
side the transfer of $4,161.60 from the reserve for earnings on invest- 
ment, which represents the credit in current earnings for the amount 
burdened on the property account, realized by sales of 160 lots at the 
burdened figure of $26.01. The total credit side then shows $87,522.60, 
leaving a balance of $3,707.75 which represents the profit for 1907 and 
which is transferred to the property account in accordance with the 
wording of the problem... . 

The reserve for earnings mentioned before represents the annual 
charges made to the property account for interest on capital remaining 
invested, at the rate of 4% per annum, plus any deficit shown in any 
year. The offsets against it are profits realized, also any transfer to the 
property account by reason of realizing any portion of the amount bur- 
dened to the latter account. 
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The property account shows on the debit side the purchase of the prop- 
erty, against which, on the credit side, is entered the record of the sales at 
cost. The remaining balance is carried forward to the next period. In 
1907 the account is also charged with the interest on the original invest- 
ment, and the loss sustained on operation in 1906, against which the sale— 
at cost—is credited, the balance being carried over for the next period. 
To this balance is added again the interest on the remaining balance 
($376,000) while on the credit side is entered the amount of profit real- 
ized on the operations of 1907, resulting in a balance to the property 
account of $343,623.47. This balance represents the book value of the 
780 lots remaining unsold on January 1, 1908. The balance sheet is 
arranged to show the exact condition of affairs and therefore the amount 
set aside as a reserve for earnings on investment is deducted from the 
property account, and results in a balance to that account of $312,000, 
which, of course, is the original cost of the 780 lots remaining unsold. 
This results in a deficit of $4,475.07 and is so shown. 

The solution to problem 2 covers more than is required in the problem. 
The problem only calls for a statement of profit and loss and income 
while the solution in addition to the profit and loss statement gives also 
the balance sheet, showing the financial condition of the firm, and at the 
same time verifying the results shown on the income and profit and loss 
statement. 

It will be noticed that no provision for the depreciation of the fixed 
properties has been made, nor has any reserve been set aside for bad and 
doubtful debts, for two reasons; first, because the values of the fixed 
property represents inventory valuations, and second because the problem 
does not require any provision to be made. 

Regarding the solution to problem 3 we think that the solution covers 
a good many points which are not required by the problem and on the 
other hand omits certain conditions which should be shown. We have not 
changed Mr. Vine’s solution to problem 3 but give it in its entirety and, 
in addition, submit another solution which we think meets more with the 
conditions as given in the problem. 


STATEMENT 
Showing the Settlement between partners at December 31, 1909 
Assets: 
A dh A da paee ads e cnn cehabedes onhbeasebeoesades $804.20 
IR, . ovcgcccesbensecnesesiadsesassesades 2,240.00 
Investment, original value. ...............0000- $12,000.00 
Less shrinkage, 34 of $2,700.00..........-.+-45. 2,025.00 9,975.00 
Commissions receivable (earnings on future shipments, mini- 
ED. sc tmne asve sooner scevens enenences 15,000.00 
$28,019.20 
Profits: a anes 
Partners withdrawals: 
eer Serer Teer rere ey Tr $2,000 .00 
Ae Wines ibd sb OLMAK ED AED OK EEN eS 10,370.00 
ARR nen nienits. Bike ebigisd kK Ke aR ON ue ORS 3,350.00 
$15,720.00 
INS cic. Welw P10. 00d did ne 00 056 28,019.20 
oe $43,739.20 
Deduct original investment.................5-. 20,000 .00 
ec sia hiseenhetnn st behwheenaenge wed 23,739.20 
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